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The Vanoni Plan Re-examined © 


1. Origin and Nature of the Vanoni Plan. - 2. Economic Developments in Italy 1955- 
1957. - 3. The Aims of the Plan in the Light of Italy’s Participation in the European Com- 
mon Market. - 4. Increases in Productivity and Expansion of Employment. - 5. The Indus- 
trialisation of the Mezzogiorno within the Framework of Present Italian Economic Policy. - 
6. Organisational Rules for Public Enterprises Operating in a Market Economy. 


1. Origin and Nature of the Vanoni Plan 


The “ Vanoni Plan” was announced in 1954 at a juncture in 
Italy’s post-war economic history when two very important factors 
were leading to a situation which called for special attention. The 
first of these was the approaching exhaustion of several elements 
which had in the preceding years eased Italy’s path towards 
economic reconstruction. Three such elements were especially 
significant. First, the availability of unutilised industrial capacity, 
which had so far permitted substantial increases in production 
without a corresponding growth in investment, was henceforth 
reduced to normal dimensions. Secondly, agriculture, which had 
been able to make exceptional progress through the rapid introduc- 
tion of technical improvements the exploitation of which had been 
delayed by the war, was likewise now reduced to the normal pace 
of development. And finally — what was perhaps still more 
important — it was no longer possible to rely on large-scale foreign 
aid. It followed rather obviously from these three changes in 
conditions that if economic progress was to continue at the same 
pace as in the immediate past, the volume of investment would 
have to be larger than in the past. 

The second factor which had become unmistakeably apparent 
was that the impressive post-war development, which had brought 


(*) Lecture delivered on October 24th, 1957 at the Economic Development Institute, 
International Bank for Reconstruction and Development, Washington. 
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industrial production in 1954 to almost twice the pre-war level, 
was leaving largely unsolved the big structural problems that had 
characterised the Italian economic scene ever since the time — almost 
a century ago — of the country’s political unification. 

The failure to solve these problems was reflected in the persis- 
tence of two phenomena of serious social and political concern. One 
was heavy unemployment. The other was the wide discrepancy in 
economic conditions between the South on the one hand and the 
rest of Italy on the other. 

It was clear that no solution could have been reached otherwise 
than through a more rapid process of economic development. But 
the intensification of that process just at a time when the favourable 
conditions to which I have referred were diminishing in strength, 
confronted the country with a task which demanded the adoption 
of a more determined attitude on the part of the Government. 
More precisely it was necessary that, starting out from a clear 
understanding of the terms of the problem, the State should take 
action capable of setting the economic system moving towards a 
better balanced income and employment structure. 

According to the Vanoni Plan the goals at which such action 
had to aim were three: The first was full employment of the 
country’s labour force. The second was closer economic equality 
between the industrialised North and the poor agricultural South. 
And the third was balance of payments equilibrium. 

The two problems of unemployment, and the economic back- 
wardness of the South, are so closely connected as to represent in 
large part two aspects of one and the same problem of structural 
disequilibrium. Indeed, the attainment of a high and stable level 
of employment is conceivable in Italy only in a situation in which 
the economic disequalities between North and South have in large 
part at least been removed. 

With this necessity in mind, the Plan traces the main lines of 
economic policy which would need to be followed in the ten-year 
period 1955-64 with a view to achieving full utilisation of the 
Italian labour force. 

The document foresees that during the ten years 1955-64 
employment will need to be found in Italy for 3.2 million additional 
labour units, while a further 0.8 million are taken off the labour 
market by emigration. It is presumed that all of the additional 
domestic employment has to be created in industry and in the 





The Vanoni Plan Re-examined 377 


tertiary activities. And the additional employment would represent 
31 per cent of the 1954 employment figure for those sectors. 

On the supposition that the developments envisaged in the 
“Plan ” actually come to pass, the Central-Northern area, taken by 
itself, ought to present in 1964 the characteristics typical of a highly 
industrialised country with only 18 per cent of its gross income 
deriving from agriculture and as much as 45 per cent deriving 
from industrial activity. 

But it is first and foremost the structure of the economy of the 
South which ought, in accordance with the goals set by the “ Plan ”, 
to change most markedly. Thus, while in 1954 43 per cent of the 
income of the South was derived from agriculture, and 57 per cent 
from industrial and tertiary activities combined, in 1964 — assuming 
that the employment aims of the “Plan” were reached — the 
proportion of income derived from industry and the services would 
have to have risen to 76 per cent. And this is after making allowance 
for emigration from the South to the North and abroad of 1.1 
millon workers. 

Special notice should be taken of the last of the three aims of 
the “ Plan” — that of attaining balance of payments equilibrium. 
The intention is that this should be achieved while preserving a 
high degree of liberalisation of imports and a high volume of 
foreign trade, and not by resorting to restrictive policies. 

With the three aims in mind, the “Plan” adopts certain 
assumptions about three important parameters of the problem: 
first, the capital that would be required for the dual purpose of 
providing jobs for workers not yet employed and of raising the 
productivity of those already employed; secondly, the productivity 
of the capital used for these ends; and thirdly, the proportion of 
national income which it was reasonable to assume might be allo- 
cated to investment purposes. The conclusion arrived at on the 
basis of these aims and assumptions was this: A necessary, though 
certainly not sufficient condition for reaching the aims within ten 
years was that the national income should increase at an average 
annual rate of not less than 5 per cent. The “ programme ” indicated 
the movements in consumption, investments, exports and imports 
that might be considered compatible with the desired development 
pattern. Particular emphasis was laid on the point that it would 
be necessary to increase the proportion of income devoted to invest- 
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ment purposes. It was estimated that gross investment would need 
to rise from 20 per cent of gross income in 1954 to 25 per cent 
at the end of the ten year period, an increase which implied that 
the rise in consumption (50 per cent) would have to be less than 
that in income (63 per cent). 

The “programme” did not prescribe specific measures of 
economic policy, apart from declaring that it was a government 
responsibility to reach, or cause to be reached, certain aims in the 
sectors in which State intervention had long been customary in the 
Italian economy. These sectors were agriculture, public utilities, 
and public works. Intervention in these sectors was to be what 
was called in the “ Plan” propulsive or, that is, action intended to 
stimulate private investment activity of the volume and pattern 
which the “ Plan” required. 

Direct guiding action on the part of the State was also envisaged 
in two other sectors: building and reafforestation. The investments 
in these sectors were, however, to be complementary to the “ pro- 
pulsive ” investments, in the sense that the State would seek to 
speed them up or slow them down according as the general develop- 
ment process. was in need of an accelerator or of a brake. The 
relevant sectors were for this reason called “ regulatory” sectors. 

But, by their nature, neither the “ propulsive” nor the “ regu- 
latory ” sectors could be expected to provide any considerable number 
of additional permanent jobs. These would for the most part have 
to arise in the other sectors as an effect of the additional investment 
opportunities opened up to private enterprise by the economic policy 
which I have just described. These sectors are not, in reality, 
completely private, since part of Italian industry is State-owned. 
Nonetheless it was not intended, according to the “Plan”, to 
entrust special tasks to public enterprise. The document merely 
observes that, with a view to the realisation of the “ Plan’s” aims, 
investments in State-owned industries might “to whatever extent 
was necessary, supplement private investments where these proved 
inadequate in regard either to volume or to location”. This is an 
important point to which I shall return later. Let me first try to 
show how the results reached by the Italian economy, in the three 
years 1955-57 which have elapsed — or almost — since the “ Plan” 
was formulated, compare with the targets that were defined by the 
“ Plan ”. 
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2. Economic Developments in Italy 1955-57 


It is generally admitted that developments in the Italian economy 
during the three years have in many respects been better than those 
envisaged in the “ Plan”. The annual rate of growth of income in 
real terms has on the average been just a little higher than the 
5 per cent indicated in the “ Plan”. And the absorption of labour, 
and the improvement in the balance of payments position, have been 
approximately in line with the figures of the “Plan”. The point 
where the results have been poorer than was hoped concerns the 
reduction in the economic disparity between North and South. 
According to the latest estimates, total income has grown at about 
the same rate in the South as in the North. This is a result which 
is not without its positive side, as is evident when we remember 
that the industrialised North, aided by the world boom, has been 
going ahead at a very rapid pace, while the economy of the South, 
which is still predominantly agricultural, has felt the effects of the 
boom only to a limited extent and has at the same time suffered 
considerably from crop damage due to bad weather. 

Thus it is a sign of the success of the development policy 
initiated in the South in 1951 — with the foundation of the Cassa 
per il Mezzogiorno — that it was possible to compensate for two 
important forces tending to aggravate interregional disequilibrium 
in the past three years, and possible to induce, perhaps for the first 
time after many decades, equal rates of income growth in the two 
regions. 

It must nonetheless be observed that the “ Plan”, just because 
its object was to reduce the existing disequilibrium, looked towards 
a rate of income growth in the South substantially higher than that 
in the North. The precise figures aimed at were 4 per cent for the 
North and 8.1 per cent for the South. This result did not come to 
pass; nor can it do so until the policy of intervention succeeds in 
creating in the South an independent development mechanism with 
its own motive force, in place of one which, as at present, is largely 
dependent on continuous Government action. 

It should be added that although labour was absorbed at a rate 
which for the country as a whole was even slightly higher than that 
envisaged by the “ Plan ”, this result was the consequence of heavier 
emigration than had been foreseen. The rate at which domestic 
employment rose, though higher than previously, was still below 
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the desired rate. And the improvement in the balance of payments 
position is due to large increases in receipts from the invisible items, 
while the balance of commodity trade still shows a considerable 
deficit. An important point to notice is that, in the wake of the 
liberalisation policy which Italy had followed in the foreign trade 
sector, and of which the “ Plan” had reaffirmed the desirability, 
the volume of imports rose during the three years at an annual 
average rate of about 14 per cent, as against an average rate of 
growth of income of 5.5 per cent. At the present stage, the elasticity 
of imports with respect to income is thus very high in Italy: it is 
2.6. Despite the growth of exports the deficit in the balance of 
trade is still, as I have said, substantial. As the Minister of Foreign 
Trade, Dr. Carli, recently stated in the Senate (1), this means 
that Italy must make still greater efforts to render her products 
more competitive in world markets. 

The experience of almost three years as it appears from the 
movements which I have just described shows that general economic 
progress on a scale as massive as anything yet seen in the history 
of Italy cannot be a substitute for an economic policy which is 
directly inspired by the aims of the “ Plan”. The boom has introduc- 
ed into the Italian economy powerful additional impulses which 
were not envisaged in the “Plan”, and which have promoted, 
especially in the industrial sector, high rates of increase in invest- 
ment and income. But the regional distribution of this advance 
has not been that for which the “ Plan” allowed. And, what is 
still more serious, experience confirms that even prolonged boom 
conditions are incapable, by themselves, of promoting a development 
mechanism in the South strong enough to raise the living standards 
of the population to the extent required. 

There was a clear realisation of this fact in Italy. But in the 
phase of intense economic activity through which the Italian 
economy was — and still is — passing, it would not have been 
possible at one and the same time to do all of three things, i.e. 


(a) to maintain monetary stability, 


(b) to let productive activity expand freely under the impulse 
of the boom, and 


(1) Closing speech in the debate in the Senate on Italy’s foreign trade position, gth 
July, 1957. 
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(c) to increase public investment of the so-called “ propulsive ” 
type through a policy of deficit spending. 


Since point (a) is beyond discussion, the question was to decide 
between (b) and (c). And (b) was preferred. That is to say it was 
thought best not to hinder the spontaneous expansion of productive 
activity. And, in order to facilitate the financing of this expansion, 
an effort was made to keep down the budget deficit by keeping 
down public expenditure. At the same time, a new law has been 
passed in order to supplement the effects of public expenditure by 
provisions designed to encourage industrialisation in the South and 
thus to channel a larger share of the benefit of the boom towards 
that area. 


3. The Aims of the Plan in the Light of Italy's Participation in the 
European Common Market 


A policy which aims at solving the basic problems of the Italian 
economy has now to deal with a new situation in consequence of 
the coming into force of the Treaty establishing the European 
Common Market. Indeed Italy’s position as a signatory of this 
Treaty raises the following question. How do the aims of the 
Vanoni Plan link up with the aims which must guide our economic 
policy now that it is dominated, as it must be, by the process of 
European economic integration? 

In attempting to answer this question, the first point to keep 
in mind is that the Vanoni Plan places equal emphasis on two 
objectives both of which imply an acceleration of the rate of capital 
accumulation: the first is to raise productivity per head and the 
second is to increase employment. The necessity for this is obvious 
as soon as we compare Italy’s position with that of other countries, 
whether they are at a high or a low stage of economic development. 

It is a familiar fact that in the highly developed countries, new 
saving is almost exclusively devoted to raising the productivity of 
the existing labour force and not to creating additional employment. 
This is because, practically speaking, the whole of the labour force 
of a highly developed country is already provided with capital 
equipment conforming to modern standards, and the need for 
equipping additions to the labour force is limited to what is required 
by the natural increase in the population, an increase which is 
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often relatively small. In underdeveloped countries, on the other 
hand, the labour force, because of the inadequacy of the capital 
stock, is far from being fully employed. In such circumstances the 
aim of maximising income is often satisfied by maximising employ- 
ment even at levels of productivity lower than those prevailing in 
highly developed countries and by giving customs protection to the 
productive system so as to allow it to survive alongside other 
systems which, because better endowed with capital, can produce 
at lower costs. 

Now in Italy it will be necessary, for a number of years, to 
drive towards both aims: that which is typical of highly developed 
countries, and which consists in raising productivity to the maximum 
levels allowed by the most advanced techniques and most modern 
organisational methods; and that which is typical of economically 
backward countries, and which is represented by the creation of 
additional employment far in excess of what would be required 
merely by the natural growth of the Italian population. The neces- 
sity of accomplishing with equal urgency these two tasks derives 
from Italy’s poverty in natural resources in relation to the volume 
and structure of existing requirements and to any future growth 
of those requirements. 

In fact, as I said earlier, every increase in income and employ- 
ment leads to a more than proportional increase in imports of raw 
materials and foodstuffs. Hence the need for heavily expanding 
industrial exports, and for preserving, in Italian industry, a high 
degree of competitiveness on international markets. In short, a 
policy aimed at reaching fuller employment cannot succeed in Italy 
unless the competitive capacity of her industry is great enough to 
earn the foreign exchange which will finance an increased flow of 
imports of raw materials and foodstuffs sufficient to satisfy the 
additional demand of the newly employed. 

What then does the formation of a European Common Market 
mean for Italy? It means essentially that certain increases in produc- 
tivity must be reached by certain precise dates. For, if the European 
Common Market has got to be achieved within the period 1971 to 
"73, it is mecessary that the average productivity of the employed 
labour force in Italy should by that time have reached a level not 
far short of the rest of the area of the Common Market. 

Now the Vanoni Plan presupposed that the tariff system would 
remain as it now is. But this prospect is henceforth excluded since 
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the Rome Treaty implies the immediate adoption of a policy of 
gradual tariff reduction. It thus places the Italian economy — pro- 
bably from as early as 1958 on — in situations which will year after 
year be increasingly dissimilar from those imagined in the now 
distant days of 1954, when the Plan was drawn up. Among other 
things, the Rome Treaty foresees that the year 1961 should mark 
the end of an intermediate stage after which the process of 
integration so far accomplished would be jointly reviewed by the 
six countries. This stage falls, it may be noticed, entirely within 
the period of the Vanoni Plan, and thus necessitates at a date not 
very far off a reconsideration of the Plan itself. In fact the Plan 
is going to be reviewed by the Committee of Experts appointed 
to advise the Government on its implementation. 

What the results of such a review are likely to be cannot be 
predicted at the present early stage when the Treaty is still awaiting 
ratification. But what I have said so far seems to justify two 
important conclusions. First, the lines of economic policy which 
are appropriate to the purpose of gradually inserting the Italian 
economy into the European Market certainly do not conflict with 
the lines of the Vanoni Plan. On the contrary, they must represent 
an extension of those lines. Secondly, there are large additional 
capital requirements due to the necessity of raising the competitive- 
ness of Italian industry to the point where its products can be offered 
on equal terms with those of the other countries of the European 
Market, countries in which the process of capital accumulation has 
in the past been more intense than in Italy. It may also be observed 
that Italy’s capital needs are in any case larger than was foreseen in 
the Plan, because technological progress is in fact proceeding at a 
quicker pace than the Plan assumed. 

In considering the problem of how the greater capital needs per 
head of the employed labour force are going to be met without 
sacrificing the aim of reaching approximately full employment by 
1964, three prospects are relevant. First, it appears likely that the 
total capital burden will be lightened by larger emigration. This, 
as I remarked, has already been proceeding at a faster rate than the 
Plan envisaged, and may remain at the present high level, or even 
rise further, if labour mobility within the area of the European 
Common Market is really increased. Secondly, the proportion of 
gross income saved in Italy has moved up during the past three 
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years about as the Plan foresaw and, if adequate policy measures 
are taken, it is possible that the level of domestic capital formation 
which the Plan aimed at reaching by 1964 may in fact be attained 
some years earlier. While these two developments may help to 
reduce the capital gap, it will doubtless still be necessary to look 
for part of the solution from a third source: that of capital imports. 
The original Plan relied upon these to make a relatively small 
contribution to the total capital needs, and one which diminished 
gradually as time went on until it reached zero in 1964. It now 
appears that the movement towards equilibrium in the balance of 
payments on current account will have to be slowed down. But 
here too the European Common Market opens up new possibilities. 
At the same time as it facilitates the emigration of Italian workers, 
it may make it easier for the Italian economy to draw upon foreign 
capital. 

On the whole, European economic integration is bound to 
accelerate the process of structural change which is already going 
on in the Italian economy at a rapid pace. An idea of what this 
implies is given by a consideration of the change which will 
probably have to take place in the agricultural sector. Within the 
European Economic Community taken as a whole 27 per cent of 
the labour force is employed in agriculture (in the United States the 
percentage is 18 and in Great Britain 5). The figure of 27 per cent 
is, however, an average of very different situations. Broadly speak- 
ing, we can divide the area into three regions within each of which 
conditions are fairly homogeneous, but between which they are 
very different. Thus for Western Germany and the Benelux taken 
together the figure is 18 per cent; for France and Northern Italy 
it is 31 per cent; and for Southern Italy — if we include the unem- 
ployed and underemployed who press on the labour market in 
ways analogous to those of the excess agricultural population — 
it is 60 per cent. 

Now if we suppose that industrial activity within the European 
Community expands, as a result of integration, to an extent sufficient 
to bring down the agricultural population of the area from the 
present 27 per cent to 20 per cent — which is the figure today in 
Western Germany — 6 million workers or more would have to 
shift from agriculture to other sectors. And the major contribution 
to this movement among the active population would have to be 
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made by Italy, since she accounts for about 40 per cent of the 
present agricultural labour force of the Community (2). 

The few figures I have just quoted make it clear that Italy’s 
economy is bound to be put under particularly heavy strain, but 
that, at the same time, it will be very radically transformed by the 
process of creating the Common Market. 

In short the Common Market appears to the Italian view with 
two faces. On the one side it presents Italy with an essential condi- 
tion for economic development. For the welding of her economy 
into the larger market will be a strong stimulus to the attainment 
of higher levels of productivity than could have been reached within 
the limits of the narrow national market. Certain of our more 
rapidly advancing industrial groups have in fact already reached, 
or are in sight of reaching, production levels which are beyond the 
absorption capacity of the domestic market. For these groups the 
European market thus opens up development opportunities for 
which they would search in vain in the domestic sphere. Even 
Italian agriculture may find it possible, in consequence of the wider 
market, to move towards greater crop specialisation and higher 
productivity. 

But these development possibilities could not be fully exploited 
in the absence of policy measures of the kind to which the Vanoni 
Plan pointed as a means of strengthening the weaker groups in the 
Italian economy. If adequate measures are not taken, the Common 
Market, instead of being an instrument for promoting economic 
development — as is its natural function — may become a retarding 
influence. All of us are aware of the danger that the bringing into 
contact of economies at very unequal levels of development may 
set working mechanisms which tend — unless they are corrected 
by appropriate policies — to make the inequalities greater instead 
of smaller. 

It is difficult to foresee what type of policy will be pursued. 
It seems likely, however, that we shall be confronted with two 
conflicting conceptions. The first, of which Germany will probably 
be the leading exponent, expects integration to follow smoothly 
from the gradual bringing into contact with each other of the 


(2) It may be recalled that the Vanoni Plan envisaged for the Italian economy alone 
and merely for the ten-year period 1955-64 the shift of a million persons from agricultural 
to non-agricultural activities. 
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individual economies. The second conception sees the building up 
of the Common Market as requiring a series of measures of common 
economic policy agreed to by all the six countries, measures specifi- 
cally aimed at converting the existing productive systems into so 
many sections of a single and organic community system. It is this 
conception which is the more appropriate to Italian conditions, and 
which, by giving the greater promise of a rapid approach to full 
employment and a high rate of income growth, is in the best 
interests of the European Community as a whole. 


4. Increases in Productivity and Expansion of Employment 


How near Italy can come to the aims of the Plan with the aid 
of additional domestic savings, and imports of foreign capital, will 
largely depend on the manner in which productivity increases are 
distributed over the economic system. This distribution problem is, 
we may say, common to all economic systems. Thus it confronts 
today a number of industrialised countries which are experiencing 
severe inflationary pressure because they have not found a satisfac- 
tory way of relating increases in income to increases in productivity. 
And it confronts underdeveloped countries, which meet with grow- 
ing difficulties of this kind as new contingents of workers move 
out of agriculture, where productivity is low and improves slowly, 
into industry where productivity is usually higher at the start and 
also improves more rapidly. 

The situation in Italy, given the heavy unemployment and the 
high proportion of the employed labour force which is engaged in 
agriculture, may be likened more to this second type than to that 
of the industrialised countries. On the other hand, the fact that a 
considerable industrial labour force already exists in Italy renders 
the consequences of errors in wage policy more serious there than 
in other countries that are at a less advanced stage of development. 

Let us consider what are the effects in the Italian economy of 
a wage policy based on the principle of allowing wages in the sec- 
tors where productivity is increasing most rapidly to rise in pro- 
portion to the growth in productivity. The wage rise in the relevant 
sectors will inevitably spread to others, and will cause aggregate 
demand to move in a manner which is not in harmony with the 
policy of the Vanoni Plan; in a manner, that is, which fails to give 
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sufficient benefit, or probably even does harm to important groups, 
or sectors, of the economy. This is because the adjustment of prices 
to the new cost structure is imperfect, owing to price rigidities. 
Particularly insensitive are many agricultural prices, the prices of 
the products of artisans and small industry, and certain “ political ” 
prices. Even within a single, rapidly advancing sector, difficulties 
may arise because of the existence of a wide variety of productivity 
levels in that sector. Those units which are at the lower end of 
the scale may be pushed out of the market by the wage increases; 
and in this way capital equipment which could otherwise be used 
may be made redundant. Finally the unemployed will be harmed 
both because of the rise in the cost of living and because of the 
effect of the wage rise on the pace of capital formation. I shall 
return to this last point in a moment. 

In face of these considerations, Italian policy has recently fol- 
lowed the line of seeking to prevent the cost of labour from rising 
in proportion to the increase in productivity. In this way, it aims 
not only at keeping the general price level from rising, but also 
at raising the share of the weaker groups in the productivity increase 
that is realised in the more rapidly advancing sectors. A policy 
which limits the rise in the cost of labour in the most progressive 
sectors aids the weaker groups in two ways. The first is through 
a lowering of the prices of the products of the stronger sectors. 
The second is through the additional capital formation which the 
policy makes possible, and which is of special benefit to the weaker 
groups. 

The extent to which the weaker sectors benefit in the first way 
(i.e. from an improvement in their terms of trade with the strong 
sectors, through a reduction of prices in the latter) depends, given 
the stability of the cost of labour, on the degree of competition in 
the strong sectors. This may be influenced by factors which are 
independent of government action as well as by specific measures 
taken by the government for the purpose. The government is at 
present giving its attention to possible measures of this kind. One 
prospect which is already clearly in view is connected with the 
reduction of customs duties under the Treaty of the European 
Common Market. The coming into force of the Treaty will in 
any case tend to raise the degree of competition. But, since the 
Treaty leaves a certain margin of flexibility in tariff regulation, it 
will be open to the government to consider how and where it 
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should adapt the rates of duty to this object of promoting more 
competitive conditions in particular industries. 

Failing an increase in the degree of competition, the proportion 
of the productivity increase which will be passed on to the weaker 
sectors will, of course, be smaller than otherwise. But even in this 
case, the higher profits in the progressive sectors may indirectly 
lead to an improvement in the real income levels of the weaker 
sectors. They may do so either by providing additional self-finance 
— and thus leaving free for investment in the weaker sectors funds 
which the strong ones would otherwise have demanded from the 
capital market — or by raising the volume of funds which the 
State, by taxation or other means can channel into public invest- 
ments or government-guided investments. 

A phenomenon to which I would draw special attention in the 
Italian case is the inequality, to which I have referred, of product- 
ivity levels between different producing units within one and the 
same sector, even when this is what I have called a strong sector. 
Some of these units are not only on a lower productivity level than 
the more advanced ones, but are able to raise that level less fast. 
Only if the rise in the cost of labour is kept within narrow limits, 
can these weaker units survive without having to make large addi- 
tional capital investments which would constitute an extra drain 
on national savings. The importance of enabling the weaker units 
in the strong sectors to survive is the more apparent when we con- 
sider that the productivity levels of these units are higher than the 
levels prevailing in the other sectors. The phenomenon of unequal 
productivity levels within sectors which at present exists in Italy 
is partly the consequence of a prolonged and rapid expansion of 
demand in conditions of capital scarcity, combined in some cases 
with a decline in foreign competition. It cannot be the aim of 
Italian economic policy to reduce this inequality by means which 
would imply raising the average capital-intensity of the system as 
a whole beyond the level which is compatible with the objective 
of providing jobs for the unemployed and underemployed. 

The future of large sectors of the Italian economy depends on 
the policy which I have just described. Among them are a large 
part of agriculture, the major part of artisan activities, and those 
parts of other sectors which would not be able to meet the financial 
and technical requirements of increased mechanisation. And not 
least to gain would be the public finances, which would benefit 
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from larger tax revenues, lower interest rates for borrowing on the 
capital market and lower costs of the capital goods required for 
public investment projects. 

I may sum up this part of my lecture by saying that Italy’s 
wage policy, which is directed towards limiting the rise in the cost 
of labour, aims simultaneously at several objectives of fundamental 
importance : 


(a) at guaranteeing monetary stability, 
(b) at promoting faster capital accumulation, and 


(c) at influencing the distribution of the new capital so as 
to raise the proportion that is used for expanding employment, 
and to keep capital-intensive investments within the limits that are 
appropriate to the conditions of the Italian labour market. 


It should be noticed too that the pursuit of these aims will 
entail action designed to increase the degree of competitiveness of 


Italian industry or, at least, to control the effects of monopolistic 
positions. 


5. The Industrialisation of the Mezzogiorno within the Framework of 
Present Italian Economic Policy 


As I have indicated, the Italian economy is faced with a series 
of structural problems the solution of some of which may be partly 
in conflict with the solution of others. Thus we have, first of all, 
the problem of securing increases in productivity all over the economy 
within a framework which, it is intended, should remain basically 
that of a free market economy. At the same time we must accelerate 
the rate of absorption of the unemployed, and this is a task which 
requires a measure of Government intervention. Further we have 
the problem of harmonising the policy of trade liberalisation and 
tariff reduction with a policy of aiding the development of industrial 
activities in a region — the South — which is inhabited by nearly 
4o per cent of the Italian population, and which contributes between 
60 and 70 per cent of the current natural increase. And finally we 
have to provide for increased capital formation in a situation where 
there already exists a deficit in the balance of payments on current 
account which exceeds the possibilities we can contemplate in the 
near future of foreign capital imports. 


2 











390 Banca Nazionale del Lavoro 


In face of the necessity of reconciling these requirements, it is 
worth considering the main types of economic policy in relation to 
the Italian situation. 

As regards a policy of complete non-intervention on the part of 
the Government the verdict is clear. Its inadequacy for dealing with 
the Italian situation is generally admitted. A second type of policy 
— that of raising effective demand, or what is usually called a 
“ Keynesian policy” — is inapplicable to the Italian situation, as 
the Italian monetary authorities have rightly maintained ever since 
1948-49. This is because in Italy the unemployment does not come 
from a slowing down of the economic machine, a slowing down 
which leaves temporarily unutilised some part of the existing stock 
of capital. It comes from a lack of balance between the available 
stock of capital and the labour force, a lack of balance which is made 
more serious by the fact that it is concentrated in a particular geo- 
graphical area. And this situation can be corrected only by speeding 
up the process of capital accumulation in the area concerned, and 
not by the mere expansion of aggregate money demand. 

A third type of policy, of which the Cassa per il Mezzogiorno 
has been the principal instrument since 1951, consists in measures 
of intervention designed to facilitate economic development in the 
backward areas through the building of the so-called infrastructure, 
through investments and other improvements in agriculture, and 
through the granting of incentives to industrial investment. 

This type of policy, which in Italy has been called a “ pre- 
industrialisation ” policy, was probably the only one which could 
have been followed in the situation of 1950-51, when the government 
took the decision to assume heavier responsibilities in respect of the 
economic development of the South. But it cannot by itself counter- 
balance the tendency for industrial development to be concentrated 
in the North. Its inadequacy depends on the fact that the process 
of capital formation necessary for a solution of the Southern problem 
cannot be obtained otherwise than within the framework of the 
development process of the entire Italian economy. The existence, 
to which I referred earlier, of a partial conflict of aims means that 
it is only through a broad vision of the problem that the whole com- 
plex of aims can be approached in the most economical manner. 

Jt was to this need for a general development policy that the 
Vanoni Plan — drawn up in the second half of 1954 — responded. 
Essentially the Plan looks towards a form of government action 
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which is now usual in almost all countries that are industrialising. 
This action stems from the idea that when an autonomous mecha- 
nism of economic development is lacking, the State must establish, 
in the form of a definite programme, the lines of development 
which it wants to follow, the volume and pattern of the investments 
which are required, and the economic policy which is necessary if 
such investments are to be realised. 

Such a policy must, if we want to preserve and expand a free 
market economy, conform to two principles. On the one side it 
is necessary to encourage private enterprise. On the other side the 
State, since it has to assume the overall responsibility for the devel- 
opment process, must be ready to promote, and if necessary carry 
out itself, all those investments which are essential to the process 
but are not undertaken by private enterprise. And since the devel- 
opment process is centred on industrialisation, it is in the field 
of industrial investment that the State will evidently need to inter- 
vene most actively. 

For this purpose resort must be had in the first instance to 
two sets of measures. One consists in the creation of institutions 
for industrial finance able to provide funds and take risks on a 
scale commensurate with the investments that are expected to come 
from private enterprise. And in Italy, thanks in part to the support 
given by the International Bank, considerable progress has been 
made in this direction. 

The other set of measures consists in the provision of incentives 
adequate to the purpose of counterbalancing the higher costs of 
establishing firms in a new industrial area as compared with an 
old one. The scope of these measures has been greatly extended by 
the Law of July 1957. This does not merely grant additional funds 
for financing further public investments. It also provides incentives 
intended to encourage more private investment in the South, espe- 
cially in industry. 

These incentives, which represent a rather new departure in 
Italian economic policy consist primarily in contributions towards 
the cost of new industrial plant, and especially towards the capital 
required for providing the services which are needed by industrial 
establishments, such as road and rail links, water and power supply, 
and sewage disposal. 

In addition a new type of measure has been introduced, a 
measure which is designed to prevent self-finance from being con- 
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centrated in the North or, that is, in the area where the greater 
part of the profits of Italian industry is earned. Thus the law 
grants to firms in all parts of the country exemption from part of 
the income tax — that part which is levied on a proportional 
basis (3) — on business profits which are invested in the South, 
subject to the condition that the non-taxable part of profits may 
not exceed 50 per cent of total declared profits nor exceed 50 per 
cent of the total sum invested in the South. This exemption is 
equivalent to a subsidy of about 25 per cent of the capital coming 
from business profits. 

The law also regulates the distribution between North and 
South of investments by State-owned industrial establishments. It 
provides that investments by these establishments in the South should 
not be less than 4o per cent of their total gross investments. 

This is undoubtedly the most delicate point in the policy of 
government action. And I would like, in this last part of my 
lecture, to deal with it somewhat more fully by referring to a few 
general considerations which are suggested by an experience coming 
from a double source: that of twenty five years’ association with 
the largest State institution controlling industrial enterprises along 
with the briefer, but intense experience of the development policy 
of the South. 

This second experience, which I believe is similar to that of 
many other countries, shows quite clearly that the availability of 
funds, and the existence of powerful incentives, are not always suf- 
ficient to induce all the industrial activity which the market and 
the existing “external economies” justify, and which the develop- 
ment plan requires. 

It is sufficient to observe that in the South of Italy — despite 
its many advantages compared with other underdeveloped areas — 
almost all the new industrial activities of importance have been 
promoted by groups which have their entrepreneurial centre outside 
the area, or else in the State. Significant progress has, it is true, 
been made by local enterprise. But there can be no doubt that it 
would have been lacking had the infrastructure, the financial pro- 
visions, and the special incentives not been accompanied by public 
and private initiative coming from outside the area. 


(3) The imposta di ricchezza mobile. 
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And since the process of development cannot be subordinated 
to the entry into the area of entrepreneurship from outside, it is 


clear that the State must consider the advisability of directly inter- 
vening itself. 


6. Organisational Rules for Public Enterprises Operating in a Market 
Economy 


It follows from what I have so far said that if we want to be 
realistic, the question which we must ask today is not whether the 
State should or should not act as entrepreneur, but what type of 
action towards this end it should undertake, and how far it must 
go in order to foster a development process that will really give 
rise to a market economy rather than represent a transition towards 
an economic system of a collectivistic type. In other words, it is 
essential to have a clear conception of the limits within which State 
action must be confined if the State is merely to assume the political 
responsibility for the development process, and not to take over 
the permanent managerial responsibility for running industry. 

There seems to be no doubt that in order to satisfy this criter- 


ion, productive activity carried on by the State should conform to 
three principles: 


1) The business units run by the State should operate under 
the same conditions as those run by private firms. 


2) Each unit should have complete economic and financial 
independence, so that it is possible to evaluate the results of its 
operations in terms of costs and receipts and thus to appraise the 
market rating which the unit has achieved. In particular it is 
important (a) that the credit enjoyed by the individual business 
enterprise should not be confused with that enjoyed by the State, 


and (b) that the profits of one business undertaking should not be 
used to conceal the losses of another. 


3) The running of industrial undertakings by the State should 
be regarded as temporary, in the sense that the management should 
be passed over to private hands whenever State management is no 
longer useful for development purposes. 

The most important of these three principles is undoubtedly 
the first, ie. equality of conditions as between public and private 
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enterprise. What this means is that public enterprise should neither 
be saddled with burdens that are unrelated to its normal operations, 
nor be endowed with special privileges. For in the first case, given 
that oligopolistic situations are frequent in the sectors of large-scale 
industry where public intervention is most necessary, there is the 
risk of establishing price levels which allow private competitors to 
make excessive profits. And in the opposite case the survival or 
emergence of competitive private firms would be rendered impos- 
sible, and the result would be de facto nationalisation of the sector 
concerned. 

Equality of conditions is guaranteed first and foremost by the 
rules governing the method of financing public enterprises. The 
rule should be that these enterprises must raise the funds they need 
directly from the capital market without benefit of special govern- 
ment guarantees. Obviously the State will contribute to the capital 
of such enterprises, but its contribution should depend on Parlia- 
mentary appropriations sanctioned by special legislation. There 
should be no automatic allocations of funds at the time of the 
voting of the general Budget or endowment of the public sector 
with the profits of State monopolies. Other essential points are the 
absence of tax exemptions, and of priority rights to government 
orders or to the allocation of scarce raw materials, etc. On the 
other hand, the State enterprises ought not to be burdened with the 
costs of general measures of public policy such as “ political prices”, 
the payment of wage rates above the ruling level, and so on. It is 
also implicit in the notion of equality of conditions that the public 
enterprises should be joint stock companies subject to the ordinary 
company law. 

The general effect of the application of the three principles 
which I have mentioned is to reconcile the idea of creating a market 
economy with the necessity — in order to bring that economy into 
existence — of promoting industrial enterprise through State action. 
It is of cardinal importance in this connection that those who are 
responsible for managing the State enterprises should be obliged to 
give an exact account of what has been done with the part of 
national saving which the State has allocated to each such enter- 
prise. And it may be added that the ultimate aim of the financial 
policy of each enterprise should be to have its shares quoted on the 
Stock Exchange; for in this way it reaches a position where private 
investors share in the risks of the individual State-controlled enter- 
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prise, and where, at the same time, the prestige and independence 
of the management of that enterprise is increased. It is hardly 
Necessary to point out that an arrangement of this kind serves not 
merely to maximise the efficiency of the public enterprises, but also 
to protect them and public institutions from the risk of political 
corruption. In particular it helps to avoid the danger that the 
private interests of individual politicians or political groups may be 
given the guise of national aims which are liable to divert national 
savings from correct and proper uses. 

It will at once be clear that this line of thought, which has in 
Italy governed the constitution and activities of 1.r.1., is markedly 
different from that which up till now has been characteristic of the 
conduct of public enterprise in Western countries. The difference 
is due to the fact that nationalisation policies have been influenced 
by two factors which are extraneous to the present framework of 
experience in the underdeveloped countries. The first is of an 
ideological kind. Under the influence largely of Marxist thought, 
the most progressive groups in the Western world have been inclined 
to identify social progress with the gradual nationalisation of the 
means of production. Aside from the fact that this conception now 
seems to be losing its hold it does not appear that any similar 
concern plays a dominant role in the plans of the non-collectivised, 
underdeveloped countries. The second factor is the influence exer- 
cised on the institutions formed in the past by the fact that up 
until the eve of the second World War capital formation did not 
constitute in general a problem of economic policy. There was 
much more concern with the problem of changing the process of 
income distribution than with that of intensifying capital formation. 
For the latter was already satisfactorily provided for by the spon- 
taneous forces of the market; and, for some time, especially under 
the influence of Keynesian thought, the fear had been that there 
might be an excess rather than a shortage of capital. In the under- 
developed countries the situation is, of course, the opposite; there 
the heavy unemployment is linked not with the existence of large 
reserves of unused equipment but with an insufficiency of equip- 
ment. And the problem is much more one of raising the level of 
income through an increase in the capital stock than one of distri- 
buting income differently. It is not, however, possible to regard 
this problem as being automatically solved. But if we hold that it 
is best solved by means of a mechanism driven primarily by market 
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forces, the criteria according to which public enterprises engaged 
in production should be organised and managed are radically dif- 
ferent from those now generally followed. 

Thus, when Italy’s Ten-Year Programme points to direct inter- 
vention as a way of making good for specific gaps in private activity, 
it is proposing a line of action which is indispensable but which 
must be seen as falling within the general framework that I have 
described. This line of action may be defined more exactly by 
saying that the industrialisation policy cannot be confined to intro- 
ducing a given set of incentives with the State merely looking on 
as a spectator of the reactions to which the incentives give rise. It 
must also take the form of measures designed to guarantee that 
specific production units are set up in specific places. It follows 
that, while the general aims of the Vanoni Plan relate to the whole 
Italian economy, the activities of the institutions responsible for 
setting up industries will tend to be localised in the underdeveloped 
areas. 

This does not mean that we run the risk of creating in the 
South an economic system which is in opposition to the system of 
private enterprise which is firmly established and continually ex- 
panding in the North. The action which is under way will in fact 
constitute the basis for a much larger volume of private productive 
activity even in the South than could otherwise take place. More- 
over, we may ask how it is possible to call the present-day system 
of the Southern provinces “ private” when it is so largely depen- 
dent on public works, on appointments to the Civil Service, on 
labour camps and on very limited industrial activity, and when 
this industrial activity, just because it is so limited, is in good part 
dependent on State aid. 

Finally, there is no doubt that under an economic policy which 
is based on the principles I have described the only interests that 
may possibly be harmed are those which are linked to stationary 
positions and therefore to some kind of rent. Others will have 
everything to gain from a policy which aims at the formation, over 
the whole country, of a stock of modern productive capital equip- 
ment; and not the least to benefit will be the interests of the most 
advanced part of the Italian economy. 


Rome PAsQUALE SARACENO 


The Common Market: Prices, Competition 
and “ Harmonisation”’ 


The Common Market, by abolishing barriers to international 
competition and by facilitating the free movement of products and 
factors of production, will undoubtedly have a profound influence 
on the mechanism of price determination in the Member States. 
This influence will be partly the result of automatic adjustments, 
and partly also of action by Member States, and by the new 
common institutions. This article is concerned with the powers 
vested in the common institutions. 

Under the terms of the Treaty, there are considerable powers 
of intervention — some very precise and others much less so — 
in the field of prices. Moreover, a great number of decisions taken 
in other fields will have repercussions on the general price level 
as well as on the prices of specific commodities. 

The provisions of the Treaty in this area have not been inspired 
by a homogeneous body of doctrine, but are the products of a very 
mixed set of motives. They consist for the most part of ad hoc 
rules, introduced with the object of overcoming certain difficulties 
which can at present be foreseen. For the rest there is a background 
of two somewhat contradictory economic philosophies. 

On the one hand, one finds an expression of faith, at least in 
the international sphere, in market forces and the mechanism of 
free competition. This faith is, however, tempered by a realisation 
of the fact that national powers of intervention in price determina- 
tion might make it difficult for market forces to work freely at the 
international level. One school of thought is, in any case, relying 
on the more liberal provisions of the Treaty to put a brake on 
national measures of direct control and regulation. 

But there is also, on the other hand, some fear that adjust- 
ments of prices, costs of production factors and profit margins 
among the participating countries might involve serious disturb- 
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ances, with some countries or industries suffering losses. A demand 
thus arises for the “ harmonisation ” of these elements; it is conceived 
of as a compulsory process and will necessarily result in some form 
of international or supranational “ dirigisme ”. 

These attitudes are deeply divergent, although the lines separat- 
ing the supporters of one side or the other are somewhat fluid, 
both as between the countries involved and as between groups of 
special interests. The business of the European Economic Com- 
munity will itself be the product of these differences — differences 
which the Treaty reflects but does not resolve. 


Duties and Powers of the Community in the Field of Prices and Markets 


A glance through the Treaty of Rome soon reveals a wide 
range of questions which presuppose a deep knowledge of problems 
of prices and markets, and on which the Community will be called 
upon to make decisions or form judgments. The following examples 
are drawn from various articles in the Treaty: 


Article 20 refers to a long list (list G) of products whose 
common tariff remains to be negotiated between the Member 
countries. If agreement is not reached before the end of the first 
stage the Council must resolve matters, by a unanimous decision 
up to the end of the second stage, and by a qualified majority vote 
thereafter. 


Article 25, paras. 1 and 2: depending on the case, either the 
Council or the Commission, may, under certain conditions, authorise 
imports from third countries, free of duty or on a reduced tariff, 
of products in lists B, C, D and E. 


Article 25, para. 3: “In respect of the products listed in 
Annex II to this Treaty (agricultural products), the Commission may 
authorise any Member State to suspend, in whole or in part, the 
collection of the duties applicable or may grant to such Member 
State tariff quotas at a reduced rate of duty or duty free, provided 
that no serious disturbance in the market of the products concerned 
may result therefrom” (1). 


(1) Author’s italics in this and subsequent articles. 
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Article 29: “In carrying out the tasks entrusted to it under 
this Section (see art. 25 above), the Commission shall be guided by: 


(b) the development of competitive conditions within the 
Community... 


(c) the Community’s requirements of supply in raw materials 
and semi-finished goods, while at the same time taking care not 
to distort competitive conditions between Member States with regard 
to finished goods”; 


Article 39, para. 1: “The common agricultural policy shall 
have as its objectives: 


(e) to ensure reasonable prices in supplies to consumers”. 


Article 40, para. 3: “ A common (agricultural) price policy, if 
any, shall be based on common criteria and on uniform methods 
of calculation ”. 


Article 44: this article deals with the determination of minimum 
import prices for agricultural products which Member countries may 
establish, as a temporary measure, to replace quotas and customs 
duties. 

Para. 3: “ Upon the entry into force of this Treaty, the Council, 
acting on a proposal of the Commission, shall determine objective 
criteria for the establishment of minimum price systems and for the 
fixing of such prices. 

The criteria shall, in particular, take account of average national 
costs of production in the Member State applying the minimum 
price... ”. 


Article 45: covers long-term contracts for agricultural products. 
Para. 2: “ With regard to prices, such agreements or contracts shall 
enable producers to dispose of the agreed quantities at prices 
progressively approximating to those paid to national producers 
in the home market of the purchasing country ”. 


Article 46: If, in a Member state, a product is the object of a 
national marketing scheme which affects its competitive position 
abroad, other Member States shall apply countervailing charges on 





400 Banca Nazionale del Lavoro 


entry. The Commission shall fix the amount of these charges, to 
the extent necessary to reestablish the balance. 


Article 80 (transport): “ The application imposed by a Member 
State, in respect of transport effected within the Community, of 
rates and conditions involving any element of support or protection 
in the interest of one or more particular enterprises or industries 


shall be prohibited... ”. 


Article 85 (rules of competition): “The following shall be 
deemed to be incompatible with the Common Market and shall 
hereby be prohibited: any agreements between enterprises, any 
decisions by associations of enterprises and any concerted practices... 
which have as their object or result the prevention, restriction or 
distortion of competition within the Common Market... ”. 


Article 91. Prohibition of dumping and protective measures 
which may be taken by the Commission. 


Article 92, para. 1: “... any aid, granted by a Member State or 
granted by means of State resources, in any manner whatsoever, 
which distorts or threatens to distort competition by favouring 
certain enterprises or certain productions shall, to the extent to 
which it adversely affects trade between Member States, be deemed 
to be incompatible with the Common Market ”. 


Article 101: “Where the Commission finds that a disparity 
existing between the legislative or administrative provisions of the 
Member States distorts the conditions of competition in the Common 
Market and thereby causes a state of affairs which must be eliminat- 
ed, it shall enter into consultation with the interested Member 
States ”. 


Article 107: “1. Each Member State shall treat its policy with 
regard to exchange rates as a matter of common interest. 

“2. If a Member State alters its exchange rate in a manner 
which is incompatible with the objectives laid down in Article 104 
and which seriously distorts the conditions of competition, the 
Commission may... ”. 


Article 118: “... it shall be the aim of the Commission to 
promote close collaboration between Member States in the social 
field, particularly in matters relating to: 
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— employment, 
— labour legislation and working conditions... 


— the law as to trade unions, and collective bargaining be- 
tween employers and workers ”. 


Article 119: “Each Member State shall in the course of the 
first stage ensure and subsequently maintain the application of the 
principle of equal remuneration for equal work as between men 
and women workers ”. 


It is very obvious that both the obligations assumed by Member 
countries and the powers vested in the joint institutions go much 
further than those which apply in existing European organisations, 
such as the 0.£.£.c. and even the e.c.s.c. (which has, nevertheless, 
real power to intervene in price questions). While avoiding a close 
juridical analysis of the Treaty, it is possible to set out the various 
areas in which there are widely differing degrees of competence: 


— in the direct determination of prices and the criteria to 
which certain prices have to conform (minimum agricultural prices 
— eventually the common policy in respect of agricultural prices); 


— in the determination of customs duties, taxes and other 
cost elements which may directly affect certain prices (Article 20, 
Article 46, etc.); 


— in the power to permit measures to be taken which may 
have a direct influence on prices in certain sectors (duty free import 
quotas according to the provisions of Article 25, subsidies for 
particular products etc.); 


— in ensuring that certain common principles are observed 
when public and private decisions on prices are taken. This is 
typified by the prohibition of measures or practices which “ distort 
competition ”, for example, the prohibition of subsidies in the form 
of reduced transport tariffs (Article 80), the permission to suspend 
customs duties (Article 25), the prohibition of restrictive business 
agreements (Article 85), of export subsidies and production subsidies 
(Article 92), the determination of legislative and similar “ dispari- 
ties” (Article ror) and provisions to avoid harmful devaluations 
(Article 107); 
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— finally, the duties and powers of control in the field ot 
“ distortions ” and the equalization of legislative arrangements which 
might affect prices, wages and costs. 


From the economic point of view (as well as the statistical one) 
it is clear that the use of the majority of these powers can have a 
considerable effect on the level of prices, and consequently on 
incomes and activity, in a number of individual sectors. But these 
interventions will be justified on each occasion by ad hoc reasoning; 
they will not necessarily result in a co-ordinated set of measures 
really amounting to a price policy developed through the actions 
of the Community. 

On the other hand, certain powers could involve effects of a 
general nature on the overall level of costs and prices in one or a 
number of countries. In this category we may include the powers 
under Article ror on “distortions” caused by legislative and 
administrative provisions, those under Article 178 on the improve- 
ment of social conditions, and those on agricultural policy. These 
“ general ” powers are, of course, defined much more vaguely than 
the others. Sometimes they go no further than a general statement 
of the intentions of Member countries (e.g. on the question of 


social improvement); their results will therefore depend on the 
extent to which the Economic Commission and the Council will 
wish, and feel themselves empowered, to take action. 

We shall consider in the following sections the conditions in 
which these special and general powers may be exercised. 


Special Powers of Intervention 


These powers, as has been seen, go much further than those 
of any existing international institution; but they are of the same 
character as those which each European government already makes 
use of at home. Each government, for example, determines customs 
duties with regard to the interests of industry and consumers, grants 
or refuses subsidies, fixes prices and exercises some control over 
industrial agreements which may “ distort competition”, etc. The 
change now involved is that action in these fields — and consequently 
the preliminary assessment of evidence — will be internationalised: 
this means that there will be a greater clash of opposing interests, 
but that a more balanced approach will be needed than in the case 
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of action by a single country. All this considerably complicates the 
statistical problems — and even more the problems of economic 
analysis and policy — compared with what is involved in considera- 
tion of a single country. Such an obvious conclusion can be 
highlighted by specific examples. 

Let us take, for example, the establishment of a minimum 
import price for apples in Belgium — that is to say, a price below 
which the Belgian importer is not permitted to buy abroad. We 
have already had some experience of this kind of system in 
Europe (2). Certain countries determine unilaterally their minimum 
import prices for fruit and vegetables; there are also agreements 
between Germany and Italy, and between Germany and the 
Netherlands of this type. But multilateral negotiation between 
importing and exporting countries is quite another matter from a 
discussion between a Minister of Agriculture and producers in a 
particular country. 

What should the procedure be in the example — hypotheticat 
but based on actual cases — which we have given? The experts 
would get together. They would establish that there were a good 
half dozen varieties of apples on sale in Belgium, each coming 
onto the market at a different date. The prices of these different 
varieties would be examined and suitably weighted; but it would 
also be necessary to know what was the actual day-to-day price of 
each variety in order to establish whether or not it reached the 
minimum price. Agreement would have to be reached on the 
grading and the packing of the different varieties. It would, further, 
be seen that prices were not necessarily the same at Brussels, 
Antwerp and Liége; typical markets would have to be selected and 
the average price weighted according to the sales on these markets. 
When the agreement of the Belgians (who would try to fix the 
minimum price as high as possible) and of the Italians, French and 
Dutch (who would like to fix it as low as possible) had been 
obtained, it would only remain to provide for a check on prices 
actually paid and to ensure that the importer did not give a hidden 
rebate to the foreign exporter. The principle is straightforward 
enough, but the practical application is not. 


(2) See “ Agricultural Policies in Europe and North America”, First Report of the 
Ministerial Committee on Food and Agriculture of the O.E.E.C., May 1956, and, more 
especially, “Report on Agricultural Prices and Income Policies” of the same Committee, 
published in July 1957. 
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It is easy to imagine — since the criterion is so imprecise — 
the complexity of the discussions which will develop when the 
European Commission has to decide whether a given measure 
“ distorts competition ” in another country’s market. For producers, 
everything which makes for greater competition tends to be regarded 
as “unfair”, and for consumers the reverse is true. At a national 
level this kind of debate is decided more often on the basis of 
political intuition than of a serious economic investigation. The 
degree of competition inherent in the structure of industry cannot 
be assessed without knowing the production costs of the enterprises 
concerned, including those manufacturing products which may be 
possible substitutes. But it is well known that information of 
this kind is scarce, seldom available on a comparative basis, and 
even more rarely published. The only certain thing is that producers 
wishing to ask a favour or having to justify their policies must 
expect to be subjected to altogether tougher scrutiny by their foreign 
competitors and foreign governments than by their own national! 
authorities. Experience will show how far the European institutions 
will, in fact, be concerned to make scientific analyses of the forces 
which determine market conditions and prices. 


General Powers of Intervention 


The objectives and the operation of the general powers of 
intervention in the field of prices, already referred to, are even less 
clearly defined. The relevant provisions of the Treaty are probably 
incomprehensible to anybody not familiar with the history of the 
negotiations, and more especially with the way in which this 
whole question has been looked at in France. A detailed explanation 
may be useful for foreign readers. 

We are not only concerned with knowing what sort of effect 
the European Economic Community will have on inflation and 
price movements in Europe. Articles 103 and 104 state that the 
current economic policy of each Member country is a matter of 
common interest and that each will take care “to maintain a high 
level of employment and price stability”. But this is nothing 
new, and in this essential area the common institutions have only 
powers of persuasion. 

We may say, simplifying a little, that it is also a question of 
seeing if the Treaty gives a mandate to the common institutions 
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to attempt systematically to bring into a closer relationship the 
prices, costs of production factors and of intermediate goods, etc. 
among the various Member countries. A large part of the French 
public thinks that it does, and is convinced that the Treaty cannot 
work if this process of approximation does not take place. In 
point of fact, the dangers of present and potential “ price dispar- 
ities”, and the possible ways of eliminating these disparities, have 
played a very important part in France in the discussions on the 
Common Market by various economic groups and in Parliament 
— and consequently by the governments and negotiators concerned 
with the Treaty. To see this clearly, it is enough to study the 
booklets published by various professional and political bodies, as 
well as the Parliamentary debates of the 16th-23rd January 1957, 
and the 3rd-5th July 1957 ratification debate. Among the many 
speakers who took part in these debates there were few who did 
not declare that “ harmonisation” was necessary in one form or 


another (3). The argument implicit in this attitude can be set 
out as follows: 


a) French prices are higher than those of other countries 
of the Community; 


b) the “causes” of this price disparity are social charges, 


the higher level of wages, taxes and the system of credit, etc.; 


c) thus, in order that competition within the Common 
Market may be placed on a fair basis, these “causes” of price 
disparities must each be eliminated. So far as possible, this elimi- 
nation should be carried out before the coming into operation of 
the Common Market. 


It is difficult to over-estimate the impact of this series of 
propositions on all French economic circles — principally on em- 
ployers’ organisations, but, to some extent also, on trade unionists. 
The Press has been full of it, with only an odd note of dissent from 
time to time. This argument is, indeed, the core of the “ harmo- 
nisation” thesis. The French negotiators, acting under pressure, 


(3) The following is a typical statement from M. Rosert Pesquer (J.O. of 5th July 
1957, P- 3244) “French industry will only have an opportunity in the Common Market if 
its charges can be equalised with those of its partners. If its costs are, as a result of the 
legal provisions and the general organisation in France, higher than those of other countries 
of the Community, the position of French industry will be jeopardized to the advantage of 
its competitors in the Common Market ”. 
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have done their utmost to incorporate this thesis as far as possible 
into the Treaty of Rome, generally against the strong opposition 
of their partners. The compromise finally arrived at is principally 
incorporated in Article 119, in Section II of the protocol concerning 
France, in Articles 117 and 118 and in Chapter III on the approxi- 
mation of legislative provisions (Articles 100, 101 and 102). 

Articles 119 requires the equalisation of wages for men and 
women, at the present time effective only in France. 

The protocol mentioned above contains an undertaking in 
principle on the part of other Member countries to adopt the same 
standards for the payment of overtime as were in operation in 
France in 1956. If this undertaking is not carried out, France may 
take safeguarding measures in industrial sectors affected by the 
inequalities in methods of overtime payment. 

The other sections are of a more general character, but are, 

again, very vague. 

Article 100 provides that the Council, on a unanimous vote, 
“shall issue directives for the approximation of such legislative 
and administrative provisions of the Member States as have a direct 
incidence on the establishment or functioning of the Common 
Market”. In principle, this provision might lead to the unification 
not only of certain taxes but even of working conditions, the 
granting of bank credits and so on. But the rule of unanimity 
ensures that this “ approximation ” will only be carried into effect 
in appropriate cases. 

Article ror defines “ distortion” as the result of a “ disparity 
existing between the legislative or administrative provisions of the 
Member States which distorts the conditions of competition in the 
Common Market ”, and provides that these “ distortions ” — which 
may be the result of present laws or of future changes in these 
laws — may be eliminated in accordance with directives of the 
Council. 

This is one of the most obscurely drafted articles in the 
Treaty, and it seems to me to be impossible to apply. The conditions 
under which any business firm operates (in other words, the condi- 
tions of competition) are influenced by the whole body of legislation 
which directly or indirectly covers the demand for its products, its 
selling prices, its production costs, its profits gross or net of tax, 
its rate of re-equipment and its degree of access to bank credit and 
to the capital market, etc. One should not attempt to isolate the 
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possible effect of one of these factors without taking into account 
others which may work in an opposite direction; it is the resultant 
of these various conditions which is important, if this can be 
determined. To attempt to isolate causes and effects in this field, 
with the object of changing laws in such a way that they will not 
“ distort competition ” — instead of reaching judgments on these 
laws by considering all their various aspects — seems altogether 
impractical and without purpose. It may thus be doubted if this 
article will, in fact, be used as a tool for systematically unifying 
prices, wages and legislative provisions, etc. 

In the preparatory work for the Treaty of Rome a useful 
distinction was made between “ general distortions” and “ specific 
distorsions”, and the Spaak Report sheds light on the main 
obscurities in which these questions had been wrapped (4). By 
a “ general distorsion ” was understood an intervention by a govern- 
ment which might cause the overall price level of a country to 
vary significantly compared with those of other countries, and 
which consequently might quickly lead to an important disequili- 
brium in the balance of payments. The only interventions which 
might, in practice, lead to this kind of distorsion were a decision 
to raise the general level of wages, or a substantial increase in 
indirect taxes (in the opposite direction, it could be argued that a 
country which took administrative steps to stop wages rising, to 
block price increases and to grant subsidies, while neighbouring 
countries were experiencing price inflation, was producing an overall 
downward distortion). In most cases, however, these “ general 
distorsions ” are merely the result of different rates of inflation in 
different countries, and it is of no interest whatsoever to enquire 
whether or not the “causes” of this inflation are to be found in 
legislative provisions. 

The important point in the Spaak Report was the explicit 
recognition that “ general distortions ”, defined in this way, amount 
in fact to a problem of exchange rate adjustment — the only 
practical method of correcting disequilibria in balances of payments 
which arise from general and permanent price disparities. The 
corollary of this approach is that a “ general distortion” cannot 
exist when a country’s rate of exchange is at its appropriate level. 


(4) Cf. “ Report of the Heads of Delegations to the Ministers of Foreign Affairs ”, 
Chapter 2, pp. 60-63 (Brussels, 21st April, 1956). 
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“Specific distortions ” arise when a government intervenes in 
such a way as to change the costs and prices of a particular industry 
compared with other industries in the same country. These inter- 
ventions obviously involve some change, at the same time, in the 
international competitive position. The difficulty is to discover and 
to measure such distortions. As an example, the inequality of pay 
for men and women may be cited. A country which decides, in 
line with the Geneva Convention, to bring the level of wages for 
women up to those of men obviously puts at a disadvantage those 
industries which rely mainly on female labour. Again, let us 
suppose that a country decides to impose a substantial tax on 
electricity consumption. This will have a general effect on produc- 
tion costs, but such an effect will be widely spread and rather 
weak. On the other hand, its effect will be considerable in the 
case of industries such as electro-chemicals, aluminium, and others 
which are large consumers of electricity — thus giving rise to a 
“specific distorsion”. The solution, if any is needed, should ob- 
viously be designed to cover the particular case — for example, an 
‘increase in customs duty, an export subsidy or the repeal in part 
or in whole of the measure, etc. Since the Treaty of Rome makes 
it impossible to take, or even to retain, most of the usual protective 
measures, other ways must be found — subject to international 
control — of removing the harmful aspects of the more important 
specific distortions. 

Where new measures are being considered, research of this 
kind into the relations of cause and effect may be justifiable; but 
it is hardly relevant for existing measures, to which the economy 
has had time to adapt itself. 

These distinctions between general and specific distortions do 
not appear in the Rome Treaty, which apparently contains no 
safeguard against abuses of the principle of “ harmonisation”. But, 
in fact, the danger of excessive quibbling over price disparities is 
not perhaps too serious, since a country which feels that its interests 
have been damaged is not empowered to take unilateral protective 
measures. It can only wait for the decision of the Council, unani- 
mous during the first stage and by a qualified majority thereafter. 
These provisions in the procedure are hardly likely to encourage 
frivolous complaints about distortions. 

The argument about price disparities is largely the product 
of circumstances peculiar to the French economy — in particular, 
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to the overvaluation of the franc since 1952. It is beyond reasonable 
doubt that most French prices have, roughly since that date, been 
distinctly higher than those of competitor countries. But Govern- 
ments and public opinion in France had taken as an axiom that 
devaluation of the franc was not an acceptable remedy for this 
situation. A different explanation had to be found; it was even felt 
that the solution lay in raising prices in the other countries. Indus- 
trialists are readily persuaded — in France as in other countries — 
that they pay excessive taxes, that wages are too high and that 
social security contributions are heavier than abroad; they have thus 
adopted wholeheartedly the explanation that price disparities arise 
from “ excessive charges ”. 


International Price Comparisons 


This is the appropriate point at which to look at the statistical 
evidence relating to price comparisons in Europe, and, indeed, to 
examine the concept of “ price disparities ”. 

Data for making international price comparisons have been 
provided by the work both of the O.E.E.C. and the E.C.S.C. 

O.E.E.C. published in 1954 “ An International Comparison of 
National Products and the Purchasing Power of Currencies; a Study 
of the United States, United Kingdom, France, Germany and 
Italy ” produced under the direction of Messrs. Gilbert and Kravis. 
A new edition of this work, covering in addition Denmark, Norway, 
the Netherlands and Belgium should appear towards the end of 
1957. It will contain comparisons of real national products and 
purchasing power of currencies for 1950 and 1955. These two 
editions are largely based on sample enquiries conducted in the 
various countries, covering prices of products and services repre- 
sentative of various categories of national expenditure (personal 
consumption, public expenditure, investment, etc.). This informa- 
tion enables direct comparisons to be made of outputs in the 
different countries, without making use of exchange rates, as well 
as enabling the internal purchasing powers of the various currencies 
to be measured. Thus, in 1950, the U.S. dollar could purchase 
in Italy the equivalent of $1.89 in the U.S., if the comparison 
covers a grouping of commodities conforming to the composition 
of the Italian gross national product. Another way of expressing 
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the same thing is to say that Italian “prices” were lower than 


U.S. prices by 2 = = 46 per cent, or that American prices were 
89 per cent higher than Italian prices, the index in each case being 
weighted according to the Italian national product. If we weight 
according to the American national product, Italian prices were 
only 8 per cent lower than American prices. The O.E.E.C. study 
enables us to make binary comparisons between each European 
country and the U.S. The corresponding comparisons for each pair 
of European countries were not calculated, so that it is not possible 
to make precise comparisons of prices as between these countries. 
Nevertheless, it is possible to have an indication of the order of 
magnitude of the main differences. It may be stated that, in 1955, 
French prices were the highest, and Italian and Dutch prices the 
lowest, in the European group. Belgium was one of the countries 
with higher prices and the Netherlands one of those with lower 
prices, motwithstanding the fact that the two countries are neigh- 
bours and are linked by a customs union. It is equally remarkable 
that, weighting with American quantities, American prices were 
higher than those of any European country, with the exception of 
France. 

The E.C.S.C. study was concerned solely with consumer prices 
for the families of coal miners and iron and steel workers in 
Member countries of the Coal and Steel Community for the years 
1953, 1954 and 1955 — the last part being published in 1956 (5). 
It is thus more limited than that of the O.E.E.C.; against this, it 
takes into account the different consumption habits in each country, 
thus enabling a calculation to be made for each pair of countries 
of two purchasing power equivalents (or two indices of relative 
prices), depending on whether coefficients of one or the other 
country are used. 

The following table, derived from the E.C.S.C. study, sets 
out comparisons in the cost of living (excluding rent) in the steel 
centres of the countries in question in 1954. 

This table should be read in the following way. In the 
column headed “Italy”, at the line for “Germany”, it may be 


(5) Statistical Bulletins of the High Authority, third year, No. 4 (Supplement No. 1}, 
July-August 1956. 
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seen that German prices exteed Italian prices by 7.3 per cent 
(index 107.3) if one adopts in\Germany consumption habits of the 
Italian type (line I). But Gerthan prices are no higher than 89.5 
per cent of Italian prices if pne keeps to German consumption 
habits (line G). 

In the line for “Italy” of the column headed “ Germany ”, 
the same price relationships may be found, but reversed. Line G 
indicates that Italian prices exceed German prices by 11.7 per cent, 
with the German weighting. Line I indicates that Italian prices 
reached 93.2 per cent of German prices, with the Italian weighting. 


CONSUMPTION PRICE INDICES IN IRON AND STEEL CENTRES IN 1954 (*) 





Germany Belgium France | Netherlands | 








Germany . 97-5 ’ N 126.8 


102.3 | 
04-4 | 84.2 ‘ G 116.4 
Belgium... . i? | 95-7 127.5 
87.5 - 122.0 
ae ' B 114.3 ’ 145-6 
F 104.5 | 119.3 
a 2 | Busy | 102.2 138.6 
I 92.3 | 91.3 | 108.9 
Netherlands. . . ; B_ 82.0 83.8 
? N 78.4 N 68.9 

















(*) The letters G, B, F, I and N indicate respectively that the weighting used is that 
for Germany, Belgium, France, Italy and the Netherlands. 


This comparative example for Italy and Germany demonstrates 
the importance of the differences in weighting used in these calcu- 
lations, arising from the differences in consumption habits between 
one country and another. In the above table, of the ten pairs of 
countries, there are four where the price relationship changes its 
sign according to whether one uses weights based on consumption 
habits in one or the other country. We could just as well, therefore, 
state that Italian prices are higher than German prices as the 
contrary. 

It may, nevertheless, be concluded from the table that con- 
sumer prices were generally lower in the Netherlands than elsewhere, 
since in all binary comparisons foreign prices exceed Dutch prices 
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by between 8 and 45 per cent whatever weighting is used (Nether- 
lands column). There is a very marked gap between Belgian and 
Dutch prices — Belgian prices being higher by between 22 and 27 
per cent, depending on the weighting used — despite the customs 
union between the two countries. 

It is equally clear that French prices were higher than those 
of any other country (with the exception of Italy, using French 
weighting). 

The O.E.E.C. enquiry, like the E.C.S.C. enquiry, thus con- 
firms that French prices were generally higher than those of 
other European countries in 1954 and 1955, although it is not 
statistically possible to give a single measure of this disparity (6). 
The methodology of these international price comparisons, thanks 
to the studies mentioned above, is now better understood, and there 
is a sufficient array of information available to enable most of the 
necessary general price indices and relative purchasing powers to 
be calculated. 

One of the possible applications of the doctrine of “ harmoni- 
sation” (in the way in which it is often understood by industry) 
is the old purchasing power parity theory in its crudest form. If 
“ prices ” are higher in country A than in countries B, C or D, the 
currency of country A is overvalued in the same proportion. But 
if “ prices” are lower in country X than in countries Y, Z, W, 
country X ipso facto “distorts competition”, and the others must 
take steps to protect themselves. This is not the place to set out 
the reasons why it is incorrect to jump from these particular pre- 
mises to these particular conclusions. But it is always surprising 
to find how readily public opinion continues to accept these over- 
simplified theories of international trade. They are as strongly 
held today as in the time of Cassel. It cannot be disputed, of 
course, that there are partial connections of cause and effect between 
price levels and international equilibria. But the inadequacy of 
explanations based on total causality is borne out by the fact that 
in 1950 and 1955, according to the Gilbert-Kravis study, American 


(6) The difficulty of doing so arises principally from the problems of national weighting 
already mentioned; it is permissible — depending on the objective — to use a number of 
different collections of products and services in order to construct a “ general” price index 
number. 
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“ prices” were higher than those of Europe, and Dutch prices 
were the lowest in Europe; yet there is still a world dollar problem, 
and the Netherlands has been experiencing external payments 
difficulties. 

It seems, in amy case, unnecessary, in order to make the 
Common Market work, to undertake numerous comparative stati- 
stical enquiries on prices — or to extend them, for example, to 
prices measured in factor costs, to production prices etc. — with 
the object of explaining states of equilibrium or disequilibrium in 
the balances of payments of Member countries of the Community. 
A simple alternative has to be considered; either country A has no 
external payments problem and no action is required, or it has one 
and action must be taken to deal with it. But overall comparative 
price statistics can hardly provide useful information on the nature 
of international disequilibria, and even less on the type of remedies 
appropriate to each case. 

The logic of the propositions on harmonisation would, if pushed 
to its ultimate conclusion, lead to the virtual suspension of interna- 
tional trade. It implies that the normal competitive process must 
be based entirely on competition between businesses in which all 
elements in costs of production are identical (expressed at official 
rates of exchange) and in which the levels of productivity are the 
same. Any business or industrial sector in one of the Member 
countries will always be able to find a competitor in another country 
who pays less for manpower, raw materials, or factory space, 
arguing that these differences constitute an obstacle to healthy com- 
petition. And experience shows that it is necessary to produce 
lengthy arguments to demonstrate that crude differences in the 
costs of various factors and elements of production are only signi- 
ficant if they are expressed in terms of unit costs — in other words, 
taking into account productivity differences. 

A statistician would point out that there have been few com- 
parisons made in Europe of cost and productivity differences between 
enterprises in a single country, and even fewer of differences 
between one country and another. The available data are, in any 
case, not sufficiently comparable to enable generalisations to be 
made at present. The European Productivity Agency, a branch of 
O.E.E.C., has been busy for some years collating publised infor- 
mation on comparisons made in Europe and the U.S. and it 
encourages efforts, which are being made mostly through private 











414 Banca Nazionale del Lavoro 


initiative, to develop this information (7). National productivity 
centres are also working on the same problem. 

We may therefore conclude that, in strictly limited situations, 
carefully designed studies might succeed in explaining the reasons 
for the principal differences in unit production costs between 
similar enterprises. It would certainly be useful to undertake as 
many of these studies as possible in order to improve the still very 
elementary knowledge which we possess on the industrial structure 
of different countries. But it is quite certain that we cannot in 
this way reach useful generalisations on the “ competitive ability ” 
of national economies or even on industrial sectors. This type of 
research is still in the field of fundamental economic science; its 
data and its results are too vague for operational use in the devel- 
opment of the policies of the individual countries and of the 
Common Market. 

I have, no doubt, discussed at too great a length the relation- 
ships between general price levels and the peculiar theories which 
have been advanced of the need for harmonisation of those levels 
— at a greater length, in any case, than would be justified by the 
powers of the European Community in this field and the use which 
it will probably make of them. 

The noisy arguments which have arisen as a result of the 
overvaluation of the franc will probably disappear when the over- 
valuation itself disappears. But we cannot be sure of this. Who can 
say that a similar situation arising in the future, in France or 
elsewhere, will not reopen these discussions? 

The approximation of prices, wages and competitive conditions 
between the countries of the Common Market is not in itself a 
desirable objective — leaving aside other considerations like absolute 
price movements and their relationships to world prices. The 
example of Benelux shows that a customs union can function in 
spite of considerable price and wage differences, and without giving 
rise to a rapid approximation of these differences. In short, general 
“ harmonisation ” is to a large extent a non-existent problem. 


(7) The reader interested in this may consult various numbers of the Productivity 
Measurement Review published by the E.P.A.-O.E.E.C., Paris, 1955-57. Information may 
also be obtained from the “ Comitato Nazionale per la Produttivita”, Viale Regina Marghe- 
rita 83 D, Rome. 
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The control of inflationary and defiationary movements in the 
Community is, on the contrary, an important question, but its 
operation will still depend for a long time to come on the sovereign 
activities of each national authority. 

There remain the specific powers of intervention of the Com- 
munity on price questions. I think that it is in the case of agricul- 
ture that they will have the greatest significance. The use which 
is made of these powers will largely decide whether or not the 
Common Market will develop into a protectionist area based on 


high prices. 


Paris RayMonD BERTRAND 





A Contribution 


to the Liquidity Preference Theory of Interest 


I 


In the long controversy which succeeded Keynes’s presentation 
of the Liquidity Preference Theory predominant attention was 
given to the interrelationship between national income and the 
rate of interest. In the Keynesian framework the level of income 
determines the transactions demand for money and, thereby, exerts 
an important influence on the rate of interest which, in turn, is 
one of the main determinants of the level of income through its 
effect on investment expenditure. This interrelationship was stressed 
in the well-known early Keynesian models developed by Professors 
A. H. Hansen, J. R. Hicks, O. Lange, and F. Modigliani; more 
recently it has been emphasized by Professors Lindahl and Schneider 
and Mr. I. O. Scott (1). 

The nature and significance of the demand for and supply of 
money have, by contrast, received considerably less attention. This 
is particularly surprising because a large number of intricate and as 
yet unsolved problems still obscure some of the basic relationships 
of the Liquidity Preference Theory. In this paper an attempt will 
be made to elucidate two of these problems, namely, first, the 
determination of the supply of money in a model which admits of 
a simple banking system and, second, the nature and main deter- 
minants of the demand for idle money. 

The determination of the supply of money in an economy in 
which not only notes and coins but also bank deposits serve as 


(*) I wish to express my gratitude to Dr. Ceriani, Mr. Cunningham, and Professors 
Gambino and Sayers who have read a previous draft of this paper and whose comments and 
suggestions were most helpful. 

(1) E. Linpant, “On Keynes’ Economic System”, The Economic Record, 1954. 
I.O. Scorr, “An Exposition of the Keynesian System”, Review of Economic Studies, 
1950-51. E. Scuneier, “ Einfiihrung in die Wirtschaftstheorie ”, III. Teil, Tiibingen, 1953, 
Pp. 135-162. 





A Contribution to the Liquidity Preference Theory of Interest 417 


money has recently been the subject of a controversy between 
Professors Gambino and Schneider in the Quarterly Review of the 
Banca Nazionale del Lavoro (2). Professor Gambino’s main con- 
tention is that a rise in the amount of hoarded money in the 
economy is likely to be accompanied by a reduction in the public’s 
desire for notes and coins; the excess cash (notes and coins) will 
flow into the banking system and thus cause an expansion of the 
volume of deposits. The increase in hoarding may, therefore, be 
entirely or partially offset by a rise in the quantity of money so 
that the level of income does not decline at all or only slightly. 
Professor Schneider, on the other hand, disagrees with this conten- 
tion and maintains that the proportion of money which people 
demand in the form of cash (notes and coins) is determined solely 
by customs and institutional factors which change only slowly and 
may, therefore, be ignored in a short-run analysis. 

An attempt will be made in this paper to introduce a version 
of Professor Gambino’s hypothesis into the Liquidity Preference 
Theory. For this purpose it will be convenient to distinguish 
between the proportion of active money and that of passive money 
which the public desire to hold in the form of cash and on a priori 
grounds one would expect the former to exceed the latter. It 
appears that this distinction between the public’s active and passive 
cash preference ratios is but a logical sequence to the Keynesian 
distinction between active and passive money. In section III of 
this paper some statistical evidence will be presented which seems 
to support the presumption that the proportion of active money 
which people demand in the form of cash exceeds that of passive 
money. 

In most Keynesian models the demand for idle money is 
assumed to be a function of only the rate of interest. The second 
modification of the Liquidity Preference Theory to be submitted 
in this paper is based on the contention that the demand for idle 
money depends not only on the rate of interest but also on the 
amount of wealth in the economy and as the amount of idle money 


(2) The following four articles contain the main points of this controversy: AMEDEO 
Gamaino, “ Liquidity in the Economy and in the Banking System”, this Review, 1951, and 
“Money Supply and Interest Rate in Recent Macro-Economic Conceptions”, this Review, 
1954. Erich Scunetper, “ Fundamental Errors in Recent Anti-Keynesian Literature ”, this 


Review, 1953 and “ Money Supply and Interest Rate in Recent Macro-Economic Conceptions: 
A Comment”, this Review, 1954. 
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is part of that wealth any change in this amount may cause a 
change in the demand for idle money. This effect — which is 
called the wealth effect of changes in the quantity of idle money — 
seems to have received inadequate treatment in recent expositions of 
the Liquidity Preference Theory (3). 

To sum up: The version of the Liquidity Preference Theory 
to be presented in this paper makes explicit allowance for a causal 
relationship between, on the one hand, the supply of idle money 
and, on the other hand, the total supply of money (through what 
may be called Professor Gambino’s “ Cash Effect ”) and the demand 
for idle money (through the wealth effect). 


ll 
1. The Main Assumptions 


In the Liquidity Preference Theory to be developed in this 
section only one rate of interest is permitted to exist: the bond 
rate. Hence, only money and irredeemable bonds are available for 
asset-holding in our economy. We may, for this purpose, imagine 
that the total capital stock of the economy is owned — either 
directly or through the medium of securities — by a number of 
investment trusts who issue against this wealth irredeemable bonds. 
The risk elements of individual capital goods are thus averaged out. 
This simplification has one important implication: lenders, includ- 
ing banks, do not ease or restrict credit; they simply buy more or 
fewer bonds and, thereby, affect the bond rate. We may, therefore, 
ignore the abstruse problem of assessing the riskiness of loans and 
confine our analysis to the determination of the bond rate. 

Two types of asset-holders are distinguished in our economy: 
the private sector and the commercial banks. The activities of the 
central bank and other public authorities are assumed to be 
extraneous influences which our model is not capable of explaining. 

The commercial banks, who may hold only cash (i.e. claims on 
the central bank) and bonds against their deposit liabilities, are 


(3) I attempted to analyse the implications of the wealth effect and discussed the 
relevant literature in a short theoretical paper: “ A note on Bond-Holding and the Liquidity 
Preference Theory of Interest”, Review of Economic Studies, June 1957. 
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assumed to adhere rigidly to their cash ratio. Further, only one 
type of bank money, namely, current accounts, is allowed for in 
our system. 

All our variables are measured in real terms. In order to 
simplify the presentation of the argument we shall, therefore, 
express them in monetary terms and assume a constant commodity 
price level. 

On the basis of these simplifying assumptions which render 
our problem a great deal more manageable we shall proceed to 
discuss in turn the two determinants of the bond rate, namely, the 
supply of and demand for assets (idle money and bonds). Our 
model will then be presented as a whole and the determination of 
the rate of interest illustrated diagrammatically. Finally, we shall 
endeavour to inquire into the effects of changes in the quantity of 
idle money on the equilibrium values of our model. 

The model to be developed in this section is essentially Keyne- 
sian in character as is indicated particularly by two of its aspects. 
First, our theory — like all other versions of the Liquidity Preference 
Theory — deals with stocks and not flows of assets. Thus 
“ demand ” and “ supply ” (of money or bonds) are defined without 
reference to a time period; for instance, the demand for money is 
the amount of money which asset-holders desire to hold at any 
particular moment. This stock concept of demand is essentially 
different from the flow concept of, say, the demand for bread 
which has to be stated with reference to a time period (e.g. per 
day or per week). Second, idle money (i.e. money as a store of 
wealth) and bonds are alternative means of holding wealth. This 
substitutability between bonds and idle money gives rise to a 
“bond aspect” as well as a “money aspect” of the Liquidity 
Preference Theory both of which we shall endeavour to elaborate in 
this paper. 


2. The Supply of Assets 


Let us call the total number of bonds available for asset-holding 


in the economy B. If y is their absolute yield (per bond per period 


of time) and R the bond rate the price per bond is equal to * 
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which is the sum of the discounted future yields (4). The value of 
all bonds — which we shall call the effective supply of bonds (S.») — 


is, therefore, equal to 2. The reason for expressing bonds in value 


terms rather than in numbers is that it enables us to add idle 
money to bonds and thus obtain the value of all assets available in 
the economy. The latter, in turn, is required as a determinant of 
the demand for assets. 

Money held on idle account is the second asset in our model. 
By money we shall here mean the sum of cash (notes and coins) 
in the hands of the public — that is, outside the banking system — 
and deposits (excluding inter-bank deposits). All money is held 
either on idle or on active account. Similarly, the cash which the 
public hold may also be divided into active and passive cash. 
Denoting total money by M, active money by Mi, passive money 
by Mz, active cash outside the banks by N; and passive cash 
outside the banks by N; we can write: 


(i) M=Mi+M:=Ni +Ni+N* (8 +1) 


for the total quantity of money in the economy where N° is the 
cash (notes, coins, and central bank deposits) available to the com- 
mercial banks and (8+1) the ratio which they maintain between 
their deposits and cash-holdings (5). 

In the succeeding paragraphs we shall be concerned with an 
elaboration of this expression for the quantity of total money with 
a view to obtaining a satisfactory expression for the quantity of 
idle money in which we are primarily interested. In particular 


(4) The sum of the discounted future yields can be expressed algebraically by the 
following geometric progression: 


I I I I I 
———_ + + — + ———_. — + .. + ——___— 
\—m (1+R)? (1+R)8 (1+R)* | 
the solution of which is. Thus if the holder of a bond is promised an annual payment 


of £5 and the bond rate is 4 per cent the price of the bond is £ _>__ or £125. 
4 


100 
(5) The reciprocal of (f+1) is, of course, equal to the commercial banks’ cash ratio. 
I have used the ratio of the banks’ bond-holdings to cash (f) rather than their cash ratio 
in order to simplify some of the algebraic expressions which will be presented later on. 
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we shall deal with the determination of the public’s cash-holdings 
(N ; and N}) as well as those of the commercial banks (N°). 

The most important determinants of active and passive cash- 
holdings are the amounts of active and passive money held. Let 
us call the ratio of active cash to active money a and that of passive 
cash to passive money p, so that we can write: 


(ii) Ni =aM 

(iii) N: = pM: 

for the amounts of active and passive cash held by the public. 
The total quantity of cash in the economy (denoted by N), 

which consists of notes and coins and the commercial banks’ 

deposits at the central bank, that is, of all claims on the central 


bank, must be in the possession of either the public or the com- 
mercial banks. This can be expressed algebraically by: 


(iv) N=N,+Ni+N® 


which, by taking the two previous equations into account, may be 
re-written as: 


(v) N* = N — aM: — pM: 


Having thus obtained values for Ni, Nj, and N® we may 
proceed to substitute for them in equation (i) and obtain: 


(ia) M=M.+ M:=4Mi + pM: +(6+ 1) (N — aM. — pM:2) 


As we are primarily concerned with money as an asset (i.e. idle or 
passive money) let us solve this expression for M2: 


, +1 I+a3 

1 es 

(vi) 2 1+ 78 M 1+ 3 

Following Keynes (and, for that matter, many Keynesians) we shall 
here assume that the amount of money required for active purposes 
(Mi) rises and falls with the level of national income. More specific- 
ally, the amount of active money is taken to be related to national 


4 
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income (Y) through the “income velocity of circulation” (V1) in 
such a way that MiVi=Y. Further, it is assumed for the sake of 
simplicity that Vi remains constant throughout our argument so that 
any change in income causes a proportionate change in the quantity 
of active money. With this simplification in mind we may turn to 
the quantity of idle money (M:). It is related, in the way shown 
by equation (vi), to the total amount of cash in the economy (N), 
the banks’ ratio of bonds to cash (8), the public’s preference ratios 
for active and passive cash (a and p), the level of national income 
(Y), and the income velocity of circulation (Vi). It thus tends to 
rise with ceteris paribus increases in N, 8, and Vi and with ceteris 
paribus decreases in a, p, and Y. 

The value of all the available assets (denoted by W) in the hands 
of the public and the commercial banks is equal to the sum of the 
effective supply of bonds (i.e. the monetary value of the number of 
available bonds) and the supply of idle money which were both dealt 
with in the preceding discussion. This sum is given an algebraic 
expression by the following equation: 


" om _ By B+r 1+43 
(vii) W =Sw +M:= R +N 1+ M +78 








The significance of the total amount of wealth available for 
asset-holding and the reasons for expressing it separately will become 
more apparent in the discussion of the demand for assets; for there 
the main contention will be that the amount of wealth as well as 
the rate of interest is an important determinant of the demand for 
bonds and idle money. 


3. The Demand for Assets 


Having determined the total amount and the composition of 
wealth available in the economy let us now attempt to inquire 
into the determinants of the desire to hold assets. Leaving the 
central bank out of account the private sector and the commercial 
banks are the two asset-holders whose behaviour we wish to 
examine. Let us look at them in turn. 





Pout 
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1) Given an individual’s tastes, preferences, and expectations 
two determinants of his asset-holding plan have to be singled out 
for special consideration: the bond rate and his wealth. 

An individual who possesses a sum of money — say { m — on 
idle account part of which he desires to exchange for bonds will 
spend a larger amount on bonds the higher the bond rate. There 
are two reasons for this: First, the higher the bond rate the larger 
the income which the individual can earn from bond-holdings and 
this makes bonds a more attractive asset than money. Second, as 
the current bond rate rises relatively to the expected future bond 
rate the prospect of a capital gain will induce the individual to 
move into bonds and out of money. To sum up: Given the 
amount of wealth at the disposal of an individual asset-holder 
(e.g. £ m) his demand for idle money is a decreasing function 
and his effective demand for bonds (the value of his bond-holdings) 
an increasing function of the bond rate. The effect of changes in 
the bond rate upon the proportion in which private asset-holders 
divide their wealth between bonds and money is called the substitu- 
tion effect. 

Let us now turn to the asset-holding plan of an individual who 
possesses {£ w in money and bonds. If, at a given bond rate, his 
wealth were to be doubled he would have to hold his extra { w in 
the form of either money or bonds or both. The effect of changes 
in the available wealth upon the demand for idle money and the 
effective demand for bonds is called the wealth effect. It maintains 
that both the demand for idle money and the (private) effective 
demand for bonds are increasing functions of available wealth. 
Only in the limiting cases in which changes in wealth are accom- 
modated entirely by changes in either the demand for money or 
the effective demand for bonds is the unchanged demand independ- 
ent of wealth. 

The sum of the individual’s demand for idle money and effec- 
tive. demand for bonds must be equal to the wealth available to 
him. Thus if he decides to hold £ n of his wealth in bonds he 
simultaneously decides to hold £ (w—~n) in money. 

We may obtain aggregate demand functions for the private 
sector as a whole by a simple process of summation. They have 
the same characteristics as the individual functions: the demand 
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for idle money (Dm) is an increasing function of the available 
private wealth (W*) and a decreasing function of the bond rate, or: 


(viii) Dm=F(W'; R) where F,s> 0 and F, <o 


Further, the private effective demand for bonds (Di,) is an increas- 
ing function of both private wealth and the bond rate, or: 


(ix) Di,=f(W'; R) where f,i> 0 and f,>0 


Again, all private wealth must be held in the form of either bonds 
or money so that the sum of the (private) demands for assets must 
be equal to private wealth: 


(x) Wi =D, +Di, 


To sum up: Given the amount of wealth available in the 
private sector (W*) the private demand for money (Dm) and the 
private effective demand for bonds (D‘,) both vary with the bond 
rate, the former being a decreasing and the latter an increasing 
function. On the other hand, given the bond rate, any increase in 
private wealth must be accommodated by a rise in the demand 
for idle money and/or effective demand for bonds; for all wealth 
must at all times be held. 

The effect of changes in private wealth upon the demand for 
idle money and the (private) effective demand for bonds can be 
analysed a little further. Let us denote the proportion of a change 
in private wealth which is accommodated by a change in the 
demand for idle money by k. It is the “ marginal propensity to 
hold money as wealth changes”. Hence if private wealth rises by 
AW‘ the demand for idle money will rise by RAW‘ and — since all 
of AW‘ has to be accommodated — the effective demand for bonds 
will rise by (1 — k)AW‘. At the one extreme, where k=1, the rise 
in private wealth will raise the demand for idle money by the same 
amount whilst the effective demand for bonds remains unchanged. 
At the other extreme, where k=o, the demand for idle money 
will remain unchanged and the effective demand for bonds will be 
raised by AW‘. In the intermediate cases, for which 1 > k > 0, 
both the demand for idle money and the (private) effective demand 
for bonds will rise. 
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One further not very important point remains to be considered. 
As part of private wealth consists of bonds the value of which 
changes inversely with the bond rate a change in the bond rate has 
a wealth effect as well as a substitution effect. A reduction of the 
bond rate, for instance, causes a rise in the value of wealth which, 
in turn, raises the demand for idle money and/or the (private) 
effective demand for bonds; owing to the fall in the bond rate, on 
the other hand, the demand for idle money will rise and the 
(private) effective demand for bonds will fall. Substitution and 
wealth effects thus operate in the same direction upon the demand 
for money and in opposite directions upon the effective demand 
for bonds. The curve of the effective demand for bonds (drawn as 
a function of the bond rate) will have a positive slope if the sub- 
stitution effect dominates and a negative slope if the wealth effect 
dominates. In Fig. 1, for instance, the curve of the private effective 
demand for bonds [curve (f)] is influenced predominantly by the 


substitution effect in its upper part and by the wealth effect in its 
lower part (6). 


2) Having given a brief account of the private sector’s demand 
for assets let us now turn to the asset-holding plans of the com- 
mercial banks. We may here confine our analysis to the banks’ 
effective demand for bonds; for they do not desire to hold idle 
money since — as will be remembered — we defined money as 
the sum of cash and deposits outside the banking system. 

If 8 denotes the ratio of the commercial banks’ bond-holdings 
to cash their effective demand for bonds (D°,) can be expressed as: 


(xi) D?, =BN' 


where N*, as before, stands for the cash in the possession of the 
commercial banks which, according to equation (v), is equal to 
N — aM: — pM2, namely, the difference between the total amount 
of available cash and the amount required by the private sector. 
The previous equation may therefore, be re-written as: 


(xi a) D*, =@(N — aM: — pMz) 


(6) The reader will, no doubt, have noticed that the substitution and wealth effects 
discussed here are closely akin to the substitution and income effects of the theory of 
consumer demand. 
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By substituting for Mz the value for which is determined by equa- 
tion (vi) we obtain the following expression for the banks’ effective 
demand for bonds: 


i _n i=?) _y, Be—P) 
(xii) Dt, =N +7 Mi +78 


The banks’ effective demand for bonds (that is, the value of their 
bond-holdings) is thus determined by the ratio which they maintain 
between bonds and cash (8) and the amount of cash at their dis- 
posal. The latter depends on the total amount of cash in the 
economy (N) and the amount required by the private sector which, 
in turn, tends to rise as the proportion of active to passive money 
is increased because the cash preference for active cash is assumed 
to exceed that for passive cash. This intricate relationship is 
expressed algebraically by equation (xii) which shows that D%, 
rises with ceteris paribus increases in N and $ and with ceteris 
paribus decreases in a, p, and Mi. 

To sum up: In our model money is demanded only by the 
private sector. It tends to rise with increasing private wealth and a 
falling bond rate. Bonds, on the other hand, are demanded by the 
commercial banks as well as the private sector. The private effective 
demand for bonds tends to rise with private wealth and the bond 
rate whilst the commercial banks’ effective demand for bonds 
depends on their ratio of bond-holdings to cash and the amount 
of cash at their disposal which is the difference between the total 
amount of cash and the amount required by the private sector. 

Before proceeding to present our model as a whole we may 
advantageously deal briefly with some of the fundamental relation- 
ships of our system. The difference between the amount of total 
available wealth and the banks’ effective demand for bonds (that 
is: W — D?,) is equal to the amount of private wealth (W*) which, 
as was shown earlier, must always be identically equal to the sum 
of the demand for money and the private effective demand for 
bonds. This means that the sum of all three demands for assets 
must be equal to the total amount of wealth which, in turn, equals 
the sum of the effective supply of bonds and the supply of idle 


money. This can be expressed algebraically as: 


(xiii) Sw. +M:=W=D, + Di, + D®, 
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In other words, although, at any particular bond rate, the com- 
mercial banks and private asset-holders may not wish to hold idle 
money and bonds in the proportion in which they are available, they 
can never hold a greater or smaller amount of wealth than is 
available (7). 

Since commercial banks do not demand idle money the entire 
supply of idle money is available for private asset-holding. On 
the other hand, of the total effective supply of bonds (Sw) the 
banks demand some part (D*,) so that only the remainder, namely, 
Sis — D*, is available for private asset-holders. The sum of this 
remainder, which we shall call the private effective supply of 
bonds (S‘,) and the supply of idle money constitute, therefore, the 
amount of private wealth which can be expressed algebraically in 
the following fashion: 


(xiv) W'=M:+Si, or since Si‘, =S,,— D°, 
W‘ = M:z + Sw — D8, 


By substituting for Mz, S. and D’, we can obtain the following 
expression for the numerical value of private wealth: 


(xv) w= 4N—M 


This equation should be interpreted carefully for it tells us nothing 
about the composition of private wealth but only its arithmetical 
value. 


4. The Model Stated 


We are now in a position to draw together the parts of our 
model economy with which we dealt in some detail in the pre- 
ceding discussions. The bond rate in the determination of which 
we are interested is the outcome of the interaction of the supply 


(7) An example might help to clarify this point. Let us assume that, at a given bond 
rate, total wealth in the economy amounts to £ 1om made up of {7m in the form of 
bonds and of £ 3m in idle money. The asset-holders in the economy may desire to hold 
£5im in money and {5m in bonds at that particular bond rate, but they cannot hold 
more or less than £ 10 m all together. 
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of and demand for assets. The number of bonds in the economy 
is assumed to be autonomously fixed so that the effective supply 
of bonds (that is, their monetary value) varies with the bond rate. 
The supply of idle money — the second assets in our economy — 
depends on the amount of available cash in the economy (N), the 
public’s active and passive cash preference ratios (a and p), the 
commercial banks’ ratio of bond-holdings to cash (3), and on 
the amuont of money required for active purposes. The sum of the 
- effective supply of bonds and the supply of idle money is the 
total amount of wealth available for asset-holding (8). 

The commercial banks do not demand idle money and their 
effective demand for bonds is proportionate to the amount of cash 
at their disposal. The difference between total wealth and the 
commercial banks’ effective demand for bonds is the amount of 
wealth available for private asset-holding. Given this amount 
of private wealth the (private) demand for idle money and the 
private effective demand for bonds vary with the bond rate, the 
former inversely and the latter directly. At any given bond rate, 
on the other hand, both the demand for idle money and the private 
effective demand for bonds vary directly with private wealth. 
Further, the sum of the private demands for assets must equal 
private wealth and, hence, the sum of all three demands for assets 
is equal to total wealth. 

Equilibrium and, hence, the equilibrium bond rate are esta- 
blished when asset-holders hold voluntarily all the available idle 
money and bonds and have no desire to change the composition 
of their holdings. Until a state of equilibrium is reached asset- 
holders lower or raise the bond rate in their attempts to obtain 
the desired composition of asset-holdings. In more technical lan- 
guage, the equilibrium condition postulates that the demand for 
idle money should equal its supply and the total (i.e. private and 
commercial banks’) effective demand for bonds its effective supply. 


(8) Professor Gambino kindly pointed out to me that ultimately all money (active as 
well as passive) should be regarded as wealth so that both the demand for and supply of 
active money would have to be added to the amount of wealth in our model. Since, however, 
the demand for active money is in the present context taken to be interest inelastic and 
always equal to its supply their inclusion would leave our results unaffected. For that reason, 
wealth, according to the definition used in this paper only embraces “ money as a store of 
wealth ” and not “ money as a medium of exchange ”. 
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The model is illustrated diagrammatically in Fig. 1 (9). The 
bond rate is measured along the vertical axis and along the hori- 
zontal axis idle money is measured to the right and the value of 
bonds to the left. Curve (¢) is the supply of idle money and curve 
(d) the demand for it. Curve (6) is the total effective supply of 
bonds and curve (e) the total effective demand for bonds. The 
latter is made up of the private effective demand for bonds — curve 
(f) — and the commercial banks’ effective demand for bonds which 
is measured by the horizontal difference between curves (f) and (e). 





(bd) total effective supply of bonds Bond Rate (c) supply of idle money 


1g) private effective supply of bonds (4) demand for idle money 


(e) total effective demand for bonds (el (b)-(c) total wealth 


(g)-(c) private wealth 


Value of Bonds idie Money 


Fig. 1 


Total wealth, available in the economy, being the sum of the supply 
of idle money and the effective supply of bonds, is equal to the 
horizontal difference between the supply curves (4) and (¢). Curve 
(g) is the private effective supply of bonds; it is obtained by sub- 
tracting the banks’ effective demand for bonds [the difference 
between curves (¢) and (f)| from the total effective supply of bonds 
[curve (4)]. Private wealth in the economy, being equal to the 
sum of the supply of idle money and the private effective supply 
of bonds, is, therefore, measured by the horizontal difference be- 
tween curves (g) and (c). 

At a bond rate of R:2, for instance, total available wealth 
amounts to BH of which AF is desired in the form of bonds and 
FG in the form of money. The total effective demand for bonds 


(9) In the Appendix the model is presented as a set of seven simultaneous equations 
which may be helpful to those readers who are interested in its formal relationships. 
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(AF) is made up of the private effective demand (CF) and the 
commercial banks’ effective demand (AC). The private effective 
supply of bonds is equal to DF (= BF — AC) being equal to the 
difference between the total effective supply and the banks’ effective 
demand: Hence, private wealth amounts to DH of which private 
asset-holders desire to hold CF in the form of bonds and FG in 
the form of money. At R: there is, therefore, an excess supply of 
money amounting to GH which is offset by an equal excess (effec- 
tive) demand for bonds of AB which, in turn, is equal to the excess 
private (effective) demand for bonds of CD. The equilibrium bond 
rate is Ri at which there is neither an excess supply nor an excess 
demand. At any lower bond rate — say Rs — there is an excess 
demand for money (ST) which is offset by an equal excess (effec- 
tive) supply of bonds (LM) which, in turn, is equal to the excess 
private (effective) supply of bonds (NP). 


5. Changes in the Quantity of Idle Money 


The next step in our analysis is an inquiry into the effects of 
changes in the supply of idle money on the equilibrium values 
of our variables and, in particular, upon the equilibrium bond rate. 
In a closed economy the supply of idle money may be changed (i) 
by means of open-market operations undertaken by the central 
bank; (ii) by changes in the amount of money required for active 
purposes; in our model (where the income velocity of circulation 
and the price level are assumed to be constant) this may only be 
caused by variations in people’s expenditures, that is, by changes in 
the level of national income; (iii) in certain circumstances by budget 
surpluses or deficits which are accommodated by the destruction or 
creation of cash (notes, coins, and commercial banks’ deposits at 
the central bank); such budget surpluses and deficits involve a 
change not only in government expenditure but also in the quantity 
of money and thus have a monetary as well as fiscal impact on 
the economy; whether and to what extent the quantity of idle 
money is changed depends on the effects of the budget gap on 
the level of income and, hence, on the amount of money required 
for active purposes. In the case of a budget deficit, for instance, 
the stock of idle money will be increased if the increase in the 
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total money supply exceeds the rise in the amount of active money 
which is due to the rise in the level of expenditure. 

Since our model does not embrace expenditure flows the 
monetary effects of budget surpluses and deficits can be analysed 
only on some assumption about the change in the demand for 
active money which is caused by the budget gap. In the present 
context such an assumption would necessarily be very arbitrary. 
For this reason we shall confine our analysis to open-market opera- 
tions and movements of money between the active and passive 
spheres. Moreover, our analysis of movements of money between 
the active and passive spheres can also be used in an inquiry into 
the monetary effects of budget gaps and the reader will find no 
difficulty in elaborating the latter on any particular hypothesis 
concerning the demand for active money. 


1) The essential characteristic of open-market operations is 
that variations in the quantity of money are brought about through 
changes in the amount of cash which are accompanied by equal 
but opposite changes in the total effective supply of bonds. Thus 
if the central bank aims at increasing the quantity of money in 
the economy it purchases bonds with cash (notes, coins, and its 
own deposits). This means that we have to consider two facets of 
open-market operations: on the one hand, there is an increase in 
the quantity of cash (and, hence, of money) and, on the other 
hand, there is an equal decrease in the effective supply of bonds 
(value of the stock of available bonds). This two-sidedness of open- 
market operations deserves to be stressed because on account of it 
— as will become apparent later — open-market operations tend 
to be much more effective in changing the bond rate than other 
means of increasing or decreasing the supply of idle money. 

Since open-market operations influence the economy in our 
model only through the asset sphere and do not affect directly 
either consumption, investment or government expenditure (and, 
hence, the demand for active money) we may assume, for the sake 
of simplicity, that the amount of money required for active purposes 
remains unchanged throughout the present argument. On the basis 
of this assumption let us endeavour to examine the effects of an 
increase in the quantity of cash (AN) which is accompanied by a 
simultaneous and equal decrease in the effective supply of bonds 


(ASvs). 
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In Fig. 2 let Ri be the initial bond rate at which the demand 
curves (d), (f), and (e) intersect the supply curves (¢), (g), and (4). 
This equilibrium position is now disturbed by open-market opera- 
tions undertaken by the central bank which augment the stock of 
cash in the economy by AN and simultaneously reduce the effective 
supply of bonds by AS.s (which is equal to AN). Curve (4) there- 
fore shifts to (6’). Moreover, since the commercial banks have no 
reason to reduce their bond-holdings (which depend, as will be 
remembered, on N* and § neither of which have fallen) the central 





{bd} total effective supply of bonds Bond Rate (c) supply of idle money 


(q) private effective supply of bonds (4) demand tor idie money 
(e) totaleffective demand for bonds (e)(e) —(*bXb') (gg) ( (a) fd (b}-(c) total wealth 
(t) private effective demand for bonds ]/ (g)-(c) private wealth 


YY |. | 
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Value of Bonds . Idle Money 








Fig. 2 


bank can obtain bonds only from the private sector, so that the 
private effective supply of bonds falls also by AS.» (= AN); curve (g), 
therefore, shifts to (g’). Part of the cash which the central bank 
has introduced into the economy is held by the private sector whilst 
the remainder is made available to the commercial banks who are 
thus enabled to create new money by buying bonds to the value 
of AD?,. The total effective demand for bonds thus rises by AD’, 
from (e) to (e’). The banks’ bond-holdings can, however, only be 
increased at the expense of private holdings so that the private 
effective supply of bonds falls further from (g’) to (g”). The total 
reduction in the private effective supply of bonds thus amounts 
to ASiw+AD*, or AN+AD°,. The supply of idle money rises by 
the amount of extra cash held by the private sector plus the increase 
in the volume of deposits. The latter, however, must be backed 
entirely by extra cash and bonds and this means that the rise in the 
supply of idle money can also be measured by the sum of the rise 
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in the amount of cash in the economy (AN) and the rise in the 
banks’ effective demand for bonds (AD?,), or in symbols: AM:= 
AN +AD°,. The rise in the supply of idle money from curve (¢) to 
curve (c’) is, therefore, equal to the fall in the private effective 
supply of bonds from curve (g) to curve (g”). The amount of 
private wealth, which we defined as the sum of the supply of idle 
money and the private effective supply of bonds, thus remains 
unchanged or, in terms of Fig. 2, the horizontal difference between 
curves (g”) and (c’) is the same as that between curves (g) and (c). 
The conclusion that the amount of private wealth is unaffected by 
open-market operations is particularly significant in one respect: 
The (private) demand for money (Dn) and the private effective 
demand for bonds (D‘,) (which depend, as was elaborated earlier 
on the amount of available private wealth as well as the bond rate) 
cannot undergo any alteration on account of the wealth effect. There 
is, therefore, no reason why the demand for money — curve (d) — 
and the private effective demand for bonds — curve (f) — should 
change their positions. Although the amount of private wealth has 
neither increased nor decreased its composition has experienced a 
change which must bring about a change in the bond rate. In 
order to induce the private sector to hold the extra AM: and to 
give up AS.» the bond rate has to fall to R: where the demand 
curves (d), (f), and (e’) intersect the supply curves (¢’), (g”), and (’). 
If s denotes the slope of the demand curve for money (namely: 


=) the bond rate is reduced by an amount equal to AR= 


sAM: (10). 

This discussion of open-market operations which yields no 
startling or novel result is only justifiable because it throws some 
light on the somewhat neglected “bond aspect” of the Liquidity 
Preference Theory (11). Further, it serves to emphasize that open- 
market operations as a means of changing the quantity of idle 
money are essentially different from movements of money between 


the idle and active spheres to which we shall now turn our 
attention. 


(10) Open-market operations are subjected to a slightly more rigorous algebraic treat- 
ment in the Appendix. 

(11) Professor Schneider is among the notable exceptions who have stressed the bond 
aspect of the Liquidity Preference Theory. I have profited greatly from his writings which 
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2) A reduction in the amount of money required for active 
purposes is the second means of increasing the quantity of idle 
money to be considered in this paper. Such a reduction in the 
quantity of active money can be brought about in our model, in 
which prices and the income velocity of circulation remain constant, 
only by a fall in the level of national income. 

As we are not interested in the present discussion, in the effects 
of changes in the total amount of cash (N) or in the total effective 
supply of bonds (Svs) let us assume that these two variables remain 
constant throughout the argument. Further, we shall work on the 
hypothesis that the public’s active cash preference ratio (a) exceeds 
their passive cash preference ratio (p) so that a reduction in the 
quantity of active money prompts the private sector to deposit some 
cash with the commercial banks thus enabling them to create new 
money. With these two assumptions in mind let us examine the 
manner in which the variables of our system adjust themselves to 
a reduction in the quantity of active money. 

In Fig. 3 let Ri be the initial bond rate at which the demand 
curves (d), (f), and (e) intersect the supply curves (c), (g), and (6). 
The rise in the quantity of idle money from M: to M’: by AM: 
consists of a direct shift of money from the active sphere plus the 
newly created money which is possible because of the excess of a 
over p which causes a rise in the commercial banks’ cash-holdings. 
Since, however, the commercial banks can create new money only 
by purchasing bonds their effective demand for bonds must rise by 
an amount equal to the newly created money, namely by AD%,. In 
Fig. 3 the creation of new money, therefore, raises the supply curve 
of money from (c) to (c’) and simultaneously the total effective 
demand for bonds from (e) to (e’). Since, however, the banks’ 
bond-holdings can be increased only at the expense of private bond- 
holdings the private effective supply of bonds is reduced by the 
same amount (namely: AD*,) from (g) to (g’). The creation of 
new money thus leaves the amount of private wealth unchanged 
and, therefore, the demand for money — curve (d) — and the 
private effective demand for bonds — curve (f) — cannot change 


first induced me to undertake the research some results of which are published in this paper. 
It seems to me, however, that the bond aspect can only be dealt with adequately if the 
demand for and supply of bonds are expressed in value terms rather than in numbers of 
bonds. See particularly: E. Scunemer, “ Einfiihrung in die Wirtschaftstheorie ”, II. Teil, 
Tiibingen, 1949, pp. 238-242 and III. Teil, Tiibingen, 1953, pp. 54-72. 
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their positions on account of the wealth effect. Owing to the 
creation of new money the rate of interest declines from R: to R: 
by an amount which is equal to sAD%, (where s is the slope of the 


demand curve for money, i.e. AD.» The remainder of the increase 
m 


in the supply of idle money which is not newly created but simply 
transferred from the active sphere (and, hence, equal to AM1) is 
not offset by a decrease in the private effective supply of bonds and 
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Fig. 3 


thus constitutes an increase in private wealth. The private sector 
may desire to hold this increase in private wealth entirely in bonds, 
or entirely in money, or partly in money and partly in bonds. This 
is, of course, the wealth effect of a change in the quantity of 
private wealth upon the demand for assets which is particularly 
emphasized in this paper. If the private asset-holders wish to hold 
the increase in private wealth (AW‘=AMh) entirely in bonds, so 
that k=o (k being the marginal propensity to hold money as 
wealth changes), the demand curve for money (d) will remain 
unchanged and the private effective demand for bonds will rise 
from (f) to (f’) by AW‘ and, consequently, the total effective 
demand for bonds will rise by the same amount from (e’) to (e””) 
and the bond rate will fall to Rs. At the other extreme, if the 
private asset-holders wish to keep the entire increase in private 
wealth in the form of idle money, so that k=1, the demand curve 
for money will rise by AW‘ from (d) to (d”): the private and total 
effective demands for bonds will remain unchanged at (f) and (e’) 
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respectively; and the bond rate will fall no further than Re. If, 
thirdly, the private asset-holders desire to hold the increase in 
private wealth partly in money and partly in bonds, so that 
o < k <1, both the demand for money and the private effective 
demand for bonds — and, hence, the total effective demand for 
bonds — will rise somewhat. In Fig. 3, for instance, the demand 
for money rises from (d) to (d’) the private effective demand for 
bonds from (f) to (f’) and, hence, the total effective demand for 
bonds from (e’) to (e”). Consequently, the bond rate falls to Rs (12). 

A general formula for the fall in the bond rate can be derived 
from Fig. 3 in the following way: The bond rate falls, in the first 
instance, from Ri to R: by sAD*, (where s is the slope of the 
demand curve for money and AD’, the amount of newly created 
money); thereafter, as can be seen in Fig. 3, it falls by a further 
s(t-- k)AW'. Its total decline, therefore, amounts to AR=s(AD%, 
+(1—k) AW’). Since AM:=AD*, + AW‘ our formula can be re- 
written as: AR=s(AM:2 — k AW‘), or: AR=s(AM2 — RAM)). (13). 

This concludes our analysis of the effects of changes in the 
supply of idle money on the equilibrium values of our system. 
The manner in which the bond rate is affected can best be re- 
stated by comparing the two formulae which express the extent to 


which the bond rate has to fall (rise) in response to an increase 
(decrease) in the quantity of idle money: 


(xvi) AR=sAM: 
(if AM: is effected by open-market operations) 


(xvii) AR=sAM: — skAMi 


(if AM: is effected by movements of money between 
the active and passive spheres). 


Thus a given rise in the quantity of idle money is likely to reduce 
the bond rate by more if it is effected by open-market operations 
than if it is brought about by a reduction in the quantity of active 


(12) Throughout this paper I have used the terms “demand” and “supply” to 
describe both “ quantity demanded and supplied ” (at a given bond rate) and “ demand and 
supply schedule”. The reader is asked to overlook this terminological looseness which is 
only warranted by the clumsiness of the terms “ quantity demanded” and “ quantity 
supplied ”. 

(13) The same expression can be derived algebraically as is shown in the Appendix. 
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money. The fall in the bond rate will be the same only if the 
marginal propensity to hold money as wealth changes (k) is zero; 
for in that case equation (xvii) reduces to equation (xvi). Changes 
in the quantity of idle money will have no effect on the bond rate 
if the slope of the demand curve for money (s) is zero no matter 
how they are brought about. Further, a rise in the supply of idle 
money which is due to a fall in the quantity of active money will 
always cause some reduction in the bond rate if a > p; for in that 
case the commercial banks are enabled to create new money and 
thereby reduce the bond rate. Should, however, a=p, so that no 


new money can be created (that is AMz:=AM1) the bond rate will 
only be reduced if k <1. 


6. Conclusions 


The main object of the preceding theoretical discussions was 
to incorporate two refinements into the Liquidity Preference Theory 
of Interest: first, the possibility of changes in the volume of money 
owing to a difference between the active and passive cash preference 
ratios; and, second, the possibility of a wealth effect of changes in 


the quantity of idle money upon the demand for it (if the former 
are due to movements of money between the active and idle 
spheres). 

As a rule writers on monetary theory do not distinguish 
between active and passive cash. Further, they seem to regard 
the determinants of the public’s cash preference as outside the 
scope of economics and more or less constant. The credit for 
directing attention to the variability of the public’s overall cash 
preference must go to Professor Gambino. In this paper an attempt 
was made to elaborate Professor Gambino’s “Cash Effect” by 
distinguishing between the public’s preference for active cash and 
their preference for passive cash. In economies with highly devel- 
oped banking systems the proportion of passive money which is 
held in the form of cash is likely to be very small. Whilst it is 
not unknown that in rural districts some idle cash is kept in stock- 
ings and mattresses by people who — being either odd or above 
the age of 80 — have no confidence in banks the vast majority of 
private asset-holders prefer to keep their idle money in the form 
of deposits mainly for reasons of security. The public’s preference 


5 
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for active cash, on the other hand, seems to be fairly high even 
in countries, like the United Kingdom, where banking facilities 
are extensive and the use of cheques even for small payments is 
quite usual. Cash still has one important advantage compared with 
“cheque money”: it is legal tender and its use as a means of 
payment involves no risk for the payee. As these conclusions are 
not particularly startling it is surprising that they have not been 
taken into account by monetary theorists. One might conjecture 
that this omission is due to the failure of monetary theory to take 
full account of the Keynesian (and post-Keynesian) distinction 
between active and passive money. Pre-Keynesian monetary theory 
regarded all money as active and on this basis a constant preference 
ratio for cash is justifiable. After the concepts of active and passive 
money had been developed in order to explain variations in the 
velocity of circulation the notion of a single cash preference was, 
however, not modified. This, it seems to the present writer, is 
inconsistent: once we distinguish between active money and pas- 
sive money we must also distinguish between an active cash pre- 
ference ratio and a passive cash preference ratio. If this view is 
correct Professor Gambino’s “Cash Effect” (as presented in this 
paper) is the logical sequence to the Keynesian differentiation between 
active and passive money whereas Professor Schneider’s contention 
that there is only one cash preference ratio appears as rather pre- 
Keynesian. If the problem is looked at from this point of view 
Professor Gambino’s insistence on his anti-Keynesian position and 
Professor Schneider’s claim to represent the pro-Keynesian school 
seem to be somewhat paradoxical. This is not surprising for eco- 
nomic theory and its interpretations have grown so complex that 
attributes like anti-Keynesian or pro-Keynesian are almost mean- 
ingless without further qualification. 

The wealth effect of changes in the supply of idle money 
(brought about by changes in the amount of active money) upon 
the demand for idle money has already been indicated or taken 
into consideration by some writers on the Liquidity Preference 
Theory (14). Other expositions of that theory seem to assume 


(14) As far as I am aware Dr. Frank H. Hahn, Dr. Borje Kragh, Professors Don 
Patinkin and James Tobin and Mr. Ralph Turvey have considered this point. I have 
discussed their writings, to most of which Professor Harry G. Johnson has kindly drawn 
my attention, elsewhere (op. cit.). 
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implicitly that the marginal propensity to hold money as wealth 
changes (k) is zero so that a given increase in the quantity of idle 
money reduces the bond rate to the same extent no matter whether 
it is brought about by open-market operations or by a reduction in 
the amount of money required for active purposes (15). The theory 
presented in this paper, on the other hand, admits of a marginal 
propensity to hold money which is larger than zero, so that a 
change in the supply of idle money — if it is accompanied by a 
change in the amount of private wealth — causes a change in the 
demand for it. If the marginal propensity to hold money is large 
the bond rate will change only a little in response to changes in 
the supply of idle money. In such a case open-market operations 
are a much more effective means of affecting the bond rate because 
—since they do not alter the amount of private wealth — they 
cannot have a wealth effect on the demand for idle money. 

The full importance of the modified version of the Liquidity 
Preference Theory presented in this paper can only be appraised if 
it is incorporated into a larger theoretical structure. Its main con- 
clusion, however, is that changes in the quantity of idle money 
effected by open-market operations are essentially different from 
those brought about by movements of money between the active 
and passive spheres. The customary Keynesian presentation of the 
latter has to be modified by taking into account two factors which 
operate in opposite directions. Thus a rise in the quantity of idle 
money (made possible by a fall in the quantity of active money) 
causes, first, a rise in the total quantity of money and this is an 
expansionary factor and, second, a rise in the demand for idle 
money which, on the other hand, makes for contraction. 

Whilst no claim is made that the model submitted in this paper 
does more than illustrate the difference between open-market oper- 
ations and movements of money between the active and passive 
spheres its inclusion of and emphasis on the “bond aspect” may 
possibly contribute to a fuller understanding of some related prob- 
lems. It may, for instance, be used to illustrate the exact nature 


(15) For instance, Professor Lindahl in his treatment of the Keynesian system seems 
to imply that k=o for he argues that the effect of a given increase in the supply of idle 
money is the same independently of whether it is effected by a reduction in wages or direct 
open-market operations (op. cit.). 
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of the similarities and differences between the Liquidity Preference 
and Loanable Funds Theories which have occupied the minds of 
so many economists in recent years. Further, it may be useful for 
the analysis of some monetary aspects of economic growth. In the 
course of economic growth, both the stock of capital and the level 
of national income grow and this is shown in our model by a rise 
in the effective supply of bonds and a fall in the supply of idle 
money which, ceteris paribus, tend to raise the rate of interest. 
If, therefore, the monetary authorities desire to stabilise the rate 
of interest as well as the price level they have to increase the total 
quantity of money at a rate which provides not only enough active 
money, to keep the commodity price level from falling but also 
sufficient idle money in order to prevent the rate of interest from 
rising. These suggestions of the uses to which the model can pos- 
sibly be put are intended to be very tentative. However, they serve 
to emphasize that all the propositions put forward in this paper 
attain significance only in a comprehensive macro-economic context. 


Ill 
7. Introduction 


In this part of the paper we shall endeavour to present some 
statistical evidence in support of the hypothesis that the public’s 
preference for active cash exceeds their preference for passive cash. 
As it is impossible to distinguish in practice between active and 
passive money (or active and passive cash) without very arbitrary 
assumptions some simplifications have to be adopted. In the first 
place, we shall use only one cash preference ratio which is defined 
as the ratio of cash to money (outside the banking system). Secondly, 
the proportion of money held on active account — that is, the 
“degree of activeness” of money — will be measured by the 
velocity of circulation which is defined as the ratio of gross national 
product to money. For the United Kingdom, the size of daily 
bank clearings will also serve as an indicator of the “degree of 
activeness ” of money. Thus if our hypothesis (regarding the excess 
of the preference ratio for active cash over that for passive cash) 
is to be correct the overall cash preference ratio and the velocity 
of circulation should both change in the same direction: As a larger 
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proportion of the total quantity of money is held on active account 
— that is, as the velocity of circulation rises — the proportion of 
it which the public desire to hold in the form of cash — the overall 
cash preference ratio — should rise. 

Since individuals and firms hold a large part of their idle 
money in the form of deposit and savings accounts it seems to be 
appropriate to define for the present purpose money as the sum 
of cash outside the banking system and the total of current, deposit, 
and savings accounts (excluding inter-bank deposits) (16). 

The statistics which will be put forward refer to the years 1950 
to 1956 and to both the United Kingdom and the Federal Republic 


of Germany. 


8. The British Evidence 


The cash preference ratios which prevailed in the United 
Kingdom in the period 1950-56 are given in Table I. They show 


Tasie | 


MONEY SUPPLY AND CASH PREFERENCE IN THE UNITED KINGDOM 


Cash Total Money 


Cash Preference 
(in £ million) of am 
1950 1,244 10,844.3 11.47 
1951 1,291 10,803.2 11.95 
1952 1,370 10,783.2 12.70 
1953 1,462 1 1,007.5 13.28 
1954 1,551 11,282.9 13.75 
1955 1,657 11,266.4 14-71 
1956 1,765 11,149-4 15.83 





Sources: The figures have been calculated from statistics published in the Annual 
Abstract of Statistics 1956 and the Monthly Digest of Statistics both of which are issued 
by H.M.S.O. The figures for Scottish banks deposits were obtained from M. Gaskin, 
“Scottish Banking Trends 1950-56”, Scottish Journal of Political Economy, February 1957. 
Savings deposits are taken to consist of the deposits in the Ordinary Departments of the 
Trustee Savings Banks and those at the Post Office Savings Bank. 


(16) Professor Sayers kindly advised me to stress the arbitrariness of my — and, indeed, 
of any — definition of money. Exactly where the line between money and securities is to 
be drawn is extremely difficult to decide because it is ultimately determined by subjective 
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a steady yet marked rising tendency. Over the whole period the 
ratio rose by 4.3 percentage points which constitutes a rise of over 
one third. 


The figures for the velocity of circulation in Table II show 
that money has become considerably more active during the seven 
years under consideration. The relative increase in the velocity of 
circulation amounts to well over one half. Moreover, the rise has 
been taking place steadily without any fluctuations. 


Taste II 
VELOCITY OF CIRCULATION IN THE UNITED KINGDOM 


~ Gross National 
Product | Money Velocity 


Go { wiles) of Circulation 


1950 11,636 10,844.3 1.073 
1951 12,793 10,803.2 1.184 
1952 13,928 10,783.2 1.292 
1953 14,858 11,007.5 1.350 
1954 15,906 11,282.9 1.410 
1955 16,803 11,266.4 1.491 
1956 18,002 11,149-4 1.615 


Sources: The figures for Gross National Product (at factor cost) were obtained from the 
Annual Abstract of Statistics 1956 and the Economic Survey, April 1957 both of which are 
published by H.M.S.O. 


Another indicator of the “degree of activeness” of money is 
the proportion of bank money which is turned over daily. In 
Table III the average daily clearings of the London Clearing Banks 
have been expressed as a percentage of their net deposits. Over 
the seven years considered the percentage of deposits cleared daily 
has risen by 3.4 points and this represents a relative rise of nearly 
two thirds. 


factors: in other words, it depends on what people regard as money and what they regard 
as securities and their opinion may well change from time to time. The results of the present 
empirical investigation do not, however, depend on my rather wide definition of money; 
roughly the same conclusions emerge if money is taken to consist only of cash and current 
accounts. 
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Taste III 
AVERAGE DAILY LONDON CLEARINGS AS A PROPORTION OF DEPOSITS 





~~ Net Deposits | : : : 
f Lond verage Daily 
Giant — | Clearings Average Clearings 

-——._ i. ae as Percentage 

(in £ million) of Deposits 





1950 5,811 | 308.0 5-30 
195! 52930 354-3 5-97 
1952 | 5,857 359-0 6.13 
1953 6,024 403.2 6.69 
1954 6,239 470.0 7-53 
1955 6,185 497-1 8.04 
1956 6,013 524.1 8.71 


Sources: The figures were obtained from the Monthly Digest of Statistics (H.M.S.O.). 
Deposits are net of “ balances with, and cheques in the course of collection on, other banks 
in the United Kingdom and the Irish Republic”. The deposits of the London Clearing 
Banks amount to approximately go per cent of all current and deposit accounts in the United 
Kingdom. 


The time series of the three ratios — namely, the overall cash 
preference, the velocity of circulation, and the percentage of deposits 
cleared daily — are plotted in Fig. 4. The degree of correlation 





UNITED KINGDOM FEDERAL REPUBLIC OF GERMANY 
| 
<t Giveueente $ >. a of Circulation 


' 
sh epetespe ce 





| | 
Cash Preference 


| 
Percentage of Deposits 
Clearea Daily 





1950 195) 1952 1953 1954 1955 1956 





444 Banca Nazionale del Lavoro 


between them is strikingly high: over the seven years under con- 
sideration money in the United Kingdom has become much more 
active and simultaneously the proportion of money which the public 
desire to hold in the form of cash has risen; both developments 
have been smooth and uninterrupted. 


9. The German Evidence 


Let us now turn to an examination of the statistical evidence 
of the overall cash preference ratio and the velocity of circulation 


CASH PREFERENCE AND VELOCITY OF CIRCULATION Tasie IV 
IN THE FEDERAL REPUBLIC OF GERMANY 


a : Gross 
Cash Money Cash National 


(in DM (in DM Preference Deadince Velocity of 
million) million) (in per cent) (in DM Circulation 
million) 
1950 7,768 26,722 29.07 89,800 3-36 
1951 8,430 31,607 26.67 113,600 | 3-59 
1952 10,073 37,620 26.78 126,000 3-35 
1953 11,354 45,935 24.72 134,300 | 2.92 


63,640 20.89 164,000 | 2.58 
71,537 20.28 180,200 2.52 


1955 13,297 
1956 14,508 


1954 12,142 | 55.463 21.89 145,500 2.62 
| 


Sources: The figures for cash and money are monthly averages calculated from statistics 
published in the Monthly Reports of the Bank Deutscher Lander. The figures for Gross 
National Product (at market prices) were obtained from the Monthly Report, January 1957. 


in Western Germany in the years 1950 to 1956. The figures pre- 
sented in Table IV show that both the cash preference ratio and 
the velocity of circulation have declined by nearly one third. 
However, in contrast to the development in the United Kingdom 
the decline of neither has been uninterrupted: The velocity of 
circulation rose in 1951 considerably above its 1950 average and 
the cash preference ratio rose in 1952 slightly above its 1951 average. 
For the remaining four years (1953-1956) both the velocity of cir- 
culation and the cash preference ratio display a fairly smoothly 
declining trend. 

The two series are plotted in Fig. 5 which illustrates that in 
1951 and 1952 the velocity of circulation and cash preference ratio 
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moved in opposite directions. This irregularity was most probably 
due to the Korea Boom which was associated in Germany with a 
strong inflationary pressure on prices and a considerable change in 
the distribution of national income. Thus in 1950 62.7 per cent 
of national income consisted of wages and salaries; this percentage 
fell to 60.3 in 1951 and has been rising ever since (62.2 per cent in 
1952 and 66.6 per cent in 1956). The irregularity in 1951 and 1952 
may, therefore, be due to the redistribution of national income in 
favour of firms and high income recipients who as a general rule 
have a lower cash preference ratio than people with low incomes. 
However, no claim is made that the change in the relative distribu- 
tion of national income is the sole cause of the irregularity in 1951- 
1952; a more detailed analysis which would be beyond the scope 
of this paper might reveal a more intricate relationship between 
the cash preference ratio, the velocity of circulation and one or two 
other factors. 


10. Conclusions 


The theoretical discussions in the second section of this paper 
were based on the a priori assumption that the public’s preference 
for active cash exceeded their preference for passive cash so that 
as money was transferred from the passive to the active spheres 
relatively more cash was required. The statistical evidence presented 
in the third section of this paper lends some support to our the- 
oretical hypothesis. Money has become more active in the United 
Kingdom over the last seven years and simultaneously the public’s 
preference for cash has risen. In the Federal Republic of Germany, 
on the other hand, money has become less active and the public’s 
preference for cash has declined. The time series of the velocity 
of circulation and the cash preference ratio for the United Kingdom 
display a higher degree of correlation than those for the Federal 
Republic. It would appear that in the years 1951-1952 the cash 
preference ratio in Western Germany was not predominantly deter- 
mined by the velocity of circulation but possibly by a relative 
redistribution of national income. 

The empirical analysis of this section has demonstrated quite 
unambiguously that the assumption of a constant (overall) cash 
preference ratio is inadequate and that monetary theory should, 
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therefore, abandon it. In this paper an attempt was made to sub- 
stitute for it the concepts of the public’s preference for active cash 
and their preference for passive cash. It is by no means claimed 
that this device is capable of explaining all variations in the (overall) 
cash preference ratio but it may constitute a small advance in this 
somewhat neglected branch of monetary theory. 
Liverpool 
Frank P. R. BrEcHLING 


APPENDIX 


This Appendix is designed to give the interested reader some insight into 
the formal relationships of the theoretical model which was developed in sec- 
tion II of this paper. First of all, we shall present the model as a set of seven 
simultaneous equations and then we shall attempt to elaborate algebraically the 
effects of changes in the quantity of idle money on the initial equilibrium 
values of our system. 


The Model Stated 


The following seven simultaneous equations can be used to illustrate the 
formal framework of our model: 


(a) W= 2 +M, (total available wealth) 
(supply of idle money) 


(private wealth) 
(d) D,, =F(W*;R) (demand for idle money) 
(c) Di, = Wi —D,, (private effective demand for bonds) 
(f) D’, =w— Wi (banks’ effective demand for bonds) 


(g) Di, +D*, = For: D,,.=M, (equilibrium condition) 


If the values of B, y, N, a, B, p, My, and F are given the seven equations are 
sufhcient to determine the following seven unknown variables: W, M2, R, 
W', D,,, Di,, and D*.. 
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The equilibrium condition (g) stipulates that either the demand for idle 
money should equal its supply or the total effective demand for bonds its 
(effective) supply. The equality of one implies the equality of the other. This 
can be proved by re-writing equations (a), (e), and (f) as: D,,+D‘,+D", = 


5Y . My; i€ Da =M, then Di, + D>, = o 


and vice versa. 


R 


Changes in the Supply of Idle Money 


1. Open-Market Operations, In section II we discussed open-market oper- 
ations on the assumption that the quantity of active money remained unchanged 
throughout the argument. This assumption can be expressed algebraically as 
AM,=o0. With this simplification in mind let us look at the effect of an increase 
in the quantity of cash (AN) which is accompanied by an equal decrease in the 
total effective supply of bonds (AS,,). 

To start with, two of our variables — namely the supply of idle money 
and the banks’ effective demand for bonds — are affected only by the rise in 
the amount of cash and not by the fall in the effective supply of bonds. The 
amounts by which they deviate from their original equilibrium values can be 
obtained by transforming equations (vi) and (xii) (making allowance for 


AM, =0): 
B+1 
1+ pp 


(xviii) 
(xix) AD*, =AN B(t — Pp) 
. 1+ pp 


Both the rise in the quantity of idle money (AM,) and that in the banks’ 
effective demand for bonds (AD®,) are thus multiples of the rise in the quantity 


of cash (17); moreover, the values of both multipliers rise with a fall in p and 
a rise in 8. Further, as was shown in section II, the rise in the quantity of idle 
money must be equal to the sum of newly created money (which is backed by 
bonds and, therefore, equal to AD°,) and the rise in the quantity of cash (AN). 


This relationship can be proved algebraically by simply adding AN to the value 


(17) Many of the formulae presented in this paper contain multipliers which are very 
similar to those in the writings of other economists. Thus the multiplier in equation (xviii) 
B+. 

Pp 


is formally identical with Professor Schneider's ” Money-Creation Multiplier ” 
I+ 


namely, 


— se ‘and c=p. The essential difference between the two is that 
r +e (1—r) B+1 


Professor Schneider’s ¢ refers to the public’s preference for all cash whereas my p only to 
their preference for passive cash. See E. Scunetper, “ The Determinants of the Commercial 
Banks’ Credit Potential in a Mixed Money System”, this Review, 1955, p. 124. 
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of AD® in equation (xix) the result of which is the value of AM;. This can 
be expressed as: 


(xx) AM,= AD? +AN 


The other relevant variables in our system respond both to the increase 
in the quantity of cash and to the decrease in the effective supply of bonds. 
Thus by adjusting equations (vii) and (xv) — again making allowance for 
AM, =0 — we obtain expressions for the changes in total and private wealth: 


(xxi) AW =AM, —AS,, or, since AS,,= AN and owing to 
equation (xx) AD’ =AM, — AN: 


(xxi a) AW =AD>, 


(xxii) AW‘=AN —AS,, or since AS,,=AN 
AWi=o 


Whilst open-market operations augment total wealth in the economy by AD? , 
that is, the amount by which commercial banks increase their bond-holdings, 
the amount of private wealth remains unaffected. In other words, the entire 
increase in wealth is absorbed by the commercial banks and the amount of 
wealth available to the private sector undergoes no change. This conclusion 
is particularly significant in one respect: the demand for money (D,,) and the 
private effective demand for bonds (Dé, ) cannot change on account of the wealth 


effect. 

Although the amount of private wealth has experienced no alteration its 
composition has been changed by open-market operations in the following way: 
On the one hand, there is an increase in the supply of idle money amounting 
to 4M; and, on the other hand, there is an equal decrease in the private effec- 
tive supply of bonds (AS‘, =AS_, +AD*, =AM,). In the new equilibrium posi- 
tion the demand for money (D,,) must, therefore, have risen so as to absorb 
AM, and the private effective demand for bonds (AD‘,) must have fallen in 


order to set free AS,,. Other things remaining the same, this can only happen 
through a fall in the bond rate, that is, through the operation of the substitu- 
tion effect. The deviation of the bond rate from its initial equilibrium value 
(AR) depends on the responsiveness of the demands for assets to changes in the 
bond rate. Let us measure the responsiveness of the demand for idle money to 


A 
changes in the bond rate by- where s is defined as x“ that is as the fall 


in the bond rate which is necessary to induce a unit rise in the demand for 
idle money: s is, of course, the slope of the demand curve for idle money. In 
our case the demand for idle money has to be raised by AM, (that is, 
AD,,=4M;) so that the bond rate has to be reduced by sAM, if a new equili- 
brium position is to prevail. This solution is, of course, identical with the one 
set out in subsection 5 and expressed by equation (xvi), namely: 


(xvi) AR=sAM, 
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Hence, the greater the responsiveness of the demand for idle money to 
changes in the bond rate — that is, the smaller s — the smaller will have to 
be the reduction of the bond rate for a given increase in the supply of idle 
money. The same reasoning and opposite results apply (other things remaining 
the same) to decreases in the quantity of idle money brought about by open- 
market operations. 


2. Movements of Money between the Active and Passive Spheres. Since 
we are now not interested in the effects of changes in the amount of cash avail- 
able in the economy or in the effective supply of bonds let us assume that these 
two variables remain constant throughout the argument; this assumption can 
be expressed algebraically as AN=o and AS =o. The effect of a reduction 


in the quantity of active money on the supply of idle money and the banks’ 
effective demand for bonds can then be traced by adjusting equations (vi) 
and (xii): 


1+ap 


(xxiii) AM,=AM, “Ta 


(xxiv) D’, =M, 6 @—P) 
. 1+ pp 

If we are correct in supposing that the public’s preference for active cash 
(a) exceeds their preference for passive cash (p) the supply of idle money rises 
by more than the fall in the quantity of active money, that is, AM, > AM), 
the difference being due to the creation of new money in the form of deposits 
which the commercial banks are able to undertake because their cash reserves 
have been augmented on account of the flow of money from the active to the 
idle spheres (18). All newly created money must, of course, be backed entirely 
by additional bond-holdings and this means that the excess of AM, over AM, 
is equal to the increase in the banks’ bond-holdings (AD°,), or: 


(xxv) AM,=AM,+ AD? 


The amount of total wealth in our economy must rise by the increase in 
the supply of idle money; algebraically this result can be derived from equa- 
tion (vii): 


(xxvi) AW =AM; 


(18) This dependence of the total supply of money on the quantities of idle and active 
money seems to me to be the essence of what we may conveniently call Professor Gambino’s 
“Cash Effect”. He describes it in the following fashion: “ Hoarded saving in involving 
an increase in the credit extended by the public to the banks, constitutes, explicitly or other- 
wise, one of the conditions required for the banks to extend more credit to the public... ”. 
See Amepeo Gamaino, “ Money Supply and Interest Rate in Recent Macro-Economic Concept- 
ions ”, this Review, 1954, p- 124. 
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Private wealth experiences on the one hand a rise in the quantity of idle 
money of AM, and, on the other hand, a decline in the private effective supply 
of bonds which is caused by the rise in the commercial banks’ bond-holdings 
and is, therefore, equal to AD®,. Private wealth thus rises by AM,—AD°, 
which, in accordance with equation (xxv), is equal to AM,, Equation (xv) can 
be used to prove this point algebraically; after making allowance for AN=o 
and AS, =o we obtain: 


(xxvii) AWi=AM, 


The rise in the amount of private wealth has to be absorbed by a rise in 
the demand for money and/or in the private effective demand for bonds. If k 
denotes the marginal propensity to hold money as wealth changes private 
asset-holders will wish to hold RAW‘ in the form of money and (1 — k) AW‘ 
in the form of bonds. 

In order for equilibrium to be re-established the bond rate must fall until 
the private sector is prepared to hold the entire increase in idle money. The 
demand for idle money has already experienced an increase on account of the 
wealth effect which amounts to RAW‘ or KAM,. This means that the demand 
for money has to rise further by AM, — RAM, and this can only happen on 
account of the substitution effect, that is, by a fall in the bond rate. The 
magnitude of this fall in the bond rate depends on the responsiveness of the 
demand for idle money to changes in the bond rate which is measured — as 


will be remembered from our discussion of open-market operations — by 7 


where s= ba Since the desired rise in the demand for idle money is equal 
AD y is eq 

to AM, — kAM, we can write: 

(xxviii) AR=s (AM, —kAM}) 


for the fall in the bond rate necessary to establish the new equilibrium position. 
This expression is, of course, identical with equation (xvii) which was derived 
from Fig. 3. 

Frank P. R. BrecHLinc 





The Problem of Adjustment 


in West Germany's Balance of Payments 


Whatever the ultimate solution of West Germany’s balance of 
payments problem, the surpluses of recent years have been an 
interesting test of the process of balance of payments adjustment. 
The purpose of this paper is to examine the causes of the “ favour- 
able ” imbalance and the various methods by which it might have 
been corrected. 

The general outlines of the balance of payments are given in 
Table I. It will be seen that there was a surplus on current account 
in every quarter but one from the middle of 1951 to the middle 
of 1957, in only two quarters was there a (very small) deficit on 
current and capital accounts combined, in every quarter there was 
a substantial increase in the international reserves of the Central 
Bank. The “favourable” imbalance shown in Table I has been 
one of the most striking in recent decades. The persistence and 
magnitude of the growth of reserves do not come off badly even 
if compared with the phenomenal growth of American official 
gold holdings between 1934 and 1939, usually quoted as an excep- 
tional example of the failure of the adjustment process (1). 


(1) An important difference between the American and German cases is that American 
gold holdings grew primarily as a result of an influx of capital from Western Europe, German 
reserves grew primarily because of a surplus on current account. One would have expected, 
therefore, that the German imbalance would be corrected more easily than the American in 
the absence of official intervention. The best analysis of the American case is to be found in 
“Capital Imports and the American Balance of Payments, 1934-39” by A. I. Bioomrtexp. 
In the five years from December, 1934 to December, 1939, American official gold holdings 
rose by g billion dollars, in the five and a half years from December, 1951, German gold 
and foreign exchange reserves grew by 4.5 billion dollars. 
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In the German case there is some evidence that various forces 
were tending to correct the imbalance. This is brought out in 
Tables II and III. According to Table II, after two years in which 
every quarterly surplus on current account was greater than the 
surplus in the corresponding quarter of the preceding year, the 
opposite happened in 1954. The new situation lasted until the 


Taare | 
BALANCE OF PAYMENTS OF FEDERAL REPUBLIC 


(million D.M.) 








Current Account 5 | 
(Surplus + Donations | Balance on Net 


Deficit — ) & Capital —— | Change in| Errors 
-| Transfers pita" | Reserves & 


ich. Account | 
wi _— (Surplus + (Surplus + (Decrease + | Omissions | 


balance) | Deficit—) | Deficit—) | Increase—) 








1st Quarter 414 480 | 120 | + 240 | 
2nd » 


3d» 
4th » 


713 | 610 | 1160 | — 1100 | 
499 | 410 77° | — 8go | 
695 130 | 59° 270 
156 40 50 | 120 | 
854 | 20 | 940 | 1180 
852 70 | 880 860 | 
300 | 40 | 450 270 





+++ 





Ist Quarter 
2nd » 
3rd » 








+ + + 
+++ + 


» 


Quarter 444 | 490 630 
974 50 | 1030 890 
Q60 | 890 1040 


1274 | 60 1410 1030 


+++ + 
++ ++ 


1077 | 70 | 1020 930 | 
883 380 | 470 560 
1093 800 | 740 
871 | 40 500 | 





++ ++ 
++ ++ 


Quarter 


800 | 530 
775 | 360 | 59° 
552 380 300 | 
1175 | 500 


3rd » 
4th » 


t+ ++ 
+++ + 


Ist Quarter 
2nd » 
3rd » 
4th » 


976 | 381 | 686 | 
1681 | 1275 
1287 285 1550 
1755 | | 1159 | 
732 | 913 | 
1202 1470 


+++ + 
+++ + 


Ist Quarter 
2nd » 


+ 





+ 
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fourth quarter of 1955. During 1955, as Table III shows, the rate 
of growth of imports was so much greater than the rate of growth 
of exports, that in the third quarter the surplus on current account 
fell short of the combined deficit on donations and capital transfers. 


Taste II 


INCREASE OR DECREASE OF CURRENT ACCOUNT SURPLUS COMPARED 
WITH CORRESPONDING QUARTER OF PRECEDING YEAR 
(million D.M.) 


1952 | 1953 | 1954 | 1955 | 1956 | 1957 


oe Sieetr . kw lk tl 590 550 | 500 300 150 | + 624 | 
2nd » : ee eS 360 | 150 200 80 | 650 | + 630 
3rd , wy Gk, Bee "Pega 100 840 
4th ) ee 600 6g0 


This situation was of brief duration. Before the end of 1955 
the current account reverted to large quarterly surpluses, which 


continued throughout 1956, and reached quarterly peaks for the 
whole six-year period. Exports again expanded much more than 
imports. The result was another very large increase in the Central 
Bank’s international reserves, which rose by the equivalent of one 
billion dollars, or by one-third of their level at the end of 1955. 


Taste III 
RATES OF GROWTH OF IMPORTS AND EXPORTS. 
°% GROWTH OVER PRECEDING YEAR 











Imports Exports 


Value Volume Value 


29.5 : 74:3 
10.0 ’ 16.0 
- 1.2 9.6 
20.8 18.9 
26.6 16.7 
14.3 d 20.0 
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About three quarters of this increase was due to the receipt of gold 
and dollars from the £.P.v., with which Western Germany had ' 
a very large surplus throughout the whole period. Dollar holdings 

fell during the first half of 1957, but, as Table IV shows, the gold 

reserve and £.P.u. claims rose sharply, and total reserves continued 

to expand. 


Taste IV 
GOLD AND FOREIGN EXCHANGE HOLDINGS OF BANK DEUTSCHER LANDER 
(million D.M.) 





31 “May | 
prov. | 

} | 

195! 1952 | 1953 | 1954 | 1955 | 1956 1957 | 


31 December 
| Items - 









Gold and Foreign Exchange 


Holdings (net) . 1523 | 4637 | 8714 | 10945 | 12806 | 17901 | 19943 | 



























| | 


Other holdings 786 


of which: 
WS: 6 Om ato ee 116 | §78 | 1367 | 2628 | 3862 | 6275 8079 
ee ae ee 1418 2087 | 3543 | 5451 5788 | 7426 | 6866 
| E.P.U. Claims ... . . | 100] 1177 | 2369 | 2330 2605 | 3888 4767 


895 | 536) 551 | 312) 231 





Source: Bank deutscher Lander. 


II 





According to the modern theory of balance of payments adjust- 
ment, an export surplus tends to be self-correcting as a result of its 
expansionary effect on national income. National income rises by 
some multiple of the export surplus, imports rise at a rate depending 
on the marginal propensity to import. In its simplest form, the 
theory shows that, ultimately, external balance is reached, imports 
having risen to equality with exports, the time taken for this to 
happen depending on the marginal propensity to import. If how- 
ever, savings are taken into account, and they exceed domestic 
investment, there remains a residual surplus, financed in some way 
by the excess of savings over investment. This may be through 
private or public transfers to foreigners or through the import of 
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gold. Whether the gold inflow leads to an expansion of bank 
credit, depends on the behaviour of the banking system, subject to 
the control of the Central Bank. As, however, banking liquidity 
increases and the gold reserve of the Central Bank reaches some 
satisfactory level, interest rates will ultimately be reduced and 
credit conditions generally will be improved. This stimulus to 
home demand will reinforce the direct expansionary effect of the 
export surplus and so facilitate adjustment. If imports still do not 
rise sufficiently, the imbalance will be corrected by a flow of capital 
in search of higher interest rates or by foreign import restrictions 
as foreign gold reserves fall to inconveniently low levels. 

Modern theory lays great emphasis on the role of income changes 
in the adjustment process. Price effects, at least in the simplest form 
of the theory, are precluded, because it is assumed that there are 
sufficient unused resources and also fixed exchange rates. Most 
writers would agree, however, that price increases in the surplus 
country are likely to play some part and that it would be unrealistic 
to adhere strictly to an argument based on fixed prices and rising 
income. The existence of unused resources which can be drawn 
into employment is a fundamental part of the theory. They are a 
precondition of the rise in real income which leads to an increase 
in imports. A distinction is made between induced and autonomous 
imports. Induced imports are those which result from the rise in 
national income which is generated by the export surplus. Autono- 
mous imports are those which result from changes in tastes, techni- 
ques, or government policy, or increases in home investment not 
induced by the export surplus, directly or indirectly. 

In the German case there was no change in the exchange rate 
during the period under consideration. The condition of a substant- 
ial labour reserve was also satisfied. At the beginning of the period 
about 8° of the labour force were unemployed. Even more 
important were the large additions to the initial labour force 
through persistent immigration from Eastern Germany and the 
new entry of persons into gainful employment, a high proportion 
of whom were women. Between 1951 and 1956 the number of 
employed rose from 14%4 to 18 millions, the number of unemployed 
fell from 114 millions to half a million. The changes in employment 
and unemployment were gradual, as can be seen from Table V. 





456 Banca Nazionale del Lavoro 


This makes an interesting contrast with the rapid changes in total 
employment and unemployment from the beginning of 1933 to 
the end of 1934. In that much shorter time unemployment fell by 
about three millions and employment, other than relief work, 
rose by about the same amount. A significant difference between 
the two situations, however, is that there were unused capital 
resources at the beginning of the 1933 recovery, whereas in 1951 
it was probably still necessary to create the complementary real 
capital for the expanding labour force. This may be a partial 
explanation of the slower development in the post-war labour 
market, although it does not necessarily mean that different 
economic policies could not have helped to reduce the mass of 
unemployment more quickly than is shown in Table V. 


Taste V 


Gross National Product duce ' 
— Producers | Unem- 


°% of growth over Livi Prices ployment Employed | 

billion previous year ving | (Industrial 4 Persons 
Index Goods) Annual 

D.M. real 


value 


ooos 
1950 = 100 Index average 


1950= 100 


1950 go 13.1 100 100 8. 13,827 
195! 114 26.5 108 11g re 14,556 
1952 126 10.9 110 121 . 14,994 
1953 134 6.6 7.3 108 118 7 15,583 
1954 146 8.3 . 108 116 J 16,286 
1955 164 12.7 ‘ 110 119 4 17,175 
1956 180 10.0 | : 114 123 ’ 18,056 


Source: Bank deutscher Lander. Annual and Monthly Reports. 


There was certainly a large increase in real income between 
1950 and 1956. It amounted to about two-thirds over the period, 
with a minimum rate of growth of about 6°, rising gradually 
after the 1951 boom to its second peak in 1955. The part which 
exports played in keeping the expansion going obviously cannot be 
determined with any precision, but, as will be argued later, the 
sharp expansion of exports in 1956 must have been an important 
offset to the checks imposed by monetary and fiscal policy. However, 
it was not simply a question of a stagnant economy responding to 
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external stimuli. There were important domestic expansionary 
forces which could be regarded as the source of autonomous increases 
in imports. Government measures to assist private investment were 
particularly important in the earlier 1950’s. A large amount of 
new house-building and reconstruction work boosted activity in 
the building industry. At the beginning of 1957 a substantial 
change was made in social policy which might have been expected 
to increase home demand and also the demand for imports. The 
persistence of the external imbalance, therefore, suggests that there 
must have been powerful influences which more than offset the 
effects of these domestic forces on the balance of payments. 

The factors responsible for the strength of the balance of 
payments could be divided roughly into two categories; first, those 
of a structural nature; second, those resulting from current economic 
policies. The division is useful for exposition, but in practice the 
two were clearly interconnected. The next two sections will deal 
with each in turn. 

One important point relevant to the foregoing sketch of balance 
of payments theory remains to be mentioned. The modern theory 
concentrates, as we have pointed out, on the functional relationship 
between imports and national income, and gives price effects a 
secondary role. In the German case price effects were in fact 
negligible. German prices fell slightly in 1953 and 1954, recovered 
and rose above their previous level in 1956, but even in 1956 they 
did not rise faster than prices in other leading trading countries. 
The rise in imports, therefore, owed little to relative price changes, 
but was determined primarily by the rise in real national income. 
The reduction of import restrictions certainly enabled the rise in 
income to make its effect on imports. If it led to any substitution 
of imports for home goods it was probably only on a small scale 
because it was quota limitations rather than tariffs which were 
removed. Further consideration is given to relative price changes 
in discussing the question of revaluation later in this paper. The 
significance of the minor role of price effects in correcting the 
imbalance is that the burden of adjustment fell on the response of 
imports to rising real income. As might be expected, this made 
adjustment more difficult than it would have been if income and 
price changes had been supporting each other. 
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Ill 


This section will be concerned with the longer-run factors 
which have influenced the German demand for imports and the 
supply of and demand for German exports (2). As Table VI 
shows, German commodity imports have been a much lower propor- 
tion of gross national product than British imports. This has long 
been a normal phenomenon of the two countries’ imports. During 
the 1930’s the difference was even more marked as a result of the 
contemporary autarchic policies of the German government. It 
has been narrower in 1955-56 than in the early 1950’s but one would 
have expected this from the extensive removal of quota restrictions, 
at first on trade with E.P.u. countries and then on trade with the 
dollar area. 


Taste VI 


COMMODITY IMPORTS (f.0.b.) AS PERCENTAGE OF GROSS NATIONAL PRODUCT 


Year West Germany United Kingdom 


- 

| 

i. 

I ss 

| 6m kee eS — 18.0 
ae aa ar 11.8 20.6 
SS Ok ee 11.5 27.4 
eh «#3 &@ & & 8 11.7 21.1 
ee aw & ace & 48 11.0 19.3 
ae er 12.4 | 18.8 

| eee ee ee 13.6 20.4 

ee ee we wo els 13-7 | 19.2 


Source: Data from monthly reports of Bank deutscher Lander and U.K. Balance of 
Payments White Papers and Bluebooks of National Income and Expenditure. 


The reasons for Germany’s lower average propensity to import 
can be summed up briefly. First, domestic output of some basic 
raw materials, important in Britain’s import bill, has been a high 


(2) An interesting account of differences between the British and German demand for 
imports will be found in the 1953 Economic Survey of Europe, pp. 197-199. Considerable 
emphasis is placed on structural factors as determinants of British balance of payments weak- 
ness since the war and of German balance of payments strength since 1951. 
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proportion of consumption. Timber and petroleum are the outstand- 
ing examples (3). Second, a high proportion of Germany’s consump- 
tion of basic foodstuffs is produced at home. Third, decades of 
protection, reinforced in the 1930’s by a variety of Schachtian 
expedients, have probably conditioned the German economy to 
import-saving habits of production and consumption. These factors 
must have made it easier to expand without running into the 
balance of payments difficulties which have bedevilled Britain’s 
post-war economic growth. 

Whether Germany’s dependence on imports will continue to 
rise depends on the outcome of several influences. It is possible that 
the liberalisation of imports which has been carried out in recent 
years may have delayed effects. With more freedom to import 
than for many years there may be changes in producer and consumer 
habits which will tend to raise the import content of industrial 
output and of consumption. Second, the low ratio of imports to 
gross national product has probably been influenced to some extent 
by changes in the pattern of industrial production, namely, by the 
more rapid growth of the capital goods than of the consumer goods 
industries. One might expect this from the fact that there is a 
lower percentage of imported raw materials in the production of 
capital goods than in the production of consumer goods (4). During 
the 1930’s the output of capital goods showed a marked relative 
increase (5). In 1936, it has been estimated, it was about 13°/ 
above the 1928 level, output of consumer goods was 4°/, below 
the 1928 level. Although there has been a further shift towards 
capital goods in the 1950’s, it has been accompanied by a rise in 
the ratio of imports to gross national products. The explanation 
is probably that there was a more than offsetting force in the 
removal of imports restrictions. Table VI shows how capital goods 
production shot ahead in 1951 and 1952, lost ground relatively in 


(3) A comparison of British and German dependence on imported petroleum products 
reveals a remarkable difference. In 1954-55, according to the 1955 Survey of Europe, Britain 
imported crude and refined petroleum to the value of 896 million dollars, German imports 
amounted to only 206 million dollars. Imports of timber and wood-pulp were 729 and 289 
million dollars respectively. On these product groups alone, therefore, the difference was 
over 1,100 million dollars. 

(4) Weltwirtschaftliches Archiv, 1954 (Band II). See study by W.B. Hassexsrarr, 
“ Industrieproduktion und Rohstoffeinfuhr ”, p. 269. 

(5) Etudes et Conjoncture, March, 1957. See discussion of German industrial invest- 
ment, “Les investissements industriels en Allemagne occidentale”, pp. 34-35. 
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1953, then again went ahead during the 1954-55 boom. By 1955-56, 
therefore, the German economy was much more orientated towards 
capital goods than in 1928, but pressure for better living standards 
may tend to change this bias. 

Another factor which could be of some importance in increas- 
ing imports might be the inability of the domestic petroleum industry 
to keep pace with the growth of consumption, particularly by the 
private motorist. As we have already pointed out, German imports 
of petroleum have been remarkably low. This has been partly due 
to low consumption and partly to the growth of domestic output. 
Whether domestic output, which has supplied about one-third of 
domestic consumption in recent years, can expand sufficiently 
remains to be seen. One can only guess, therefore, at the future 
development of these influences, but it is probably reasonable to 
assume that the 1955-56 ratios of imports to gross national product 
are a better guide to Germany’s current dependence on imports 
than the ratio of 115% in 1953. One would not expect it to approach 
the British level, however, unless there were a drastic change in 
agricultural policy. 

Taste VII 

GROWTH OF WEST GERMAN INDUSTRIAL PRODUCTION (1936= 100) 


Total Basic Mats. Capital Consumer 
Year excl. Bldg. ° ang Goods Goods 
1949 89 81 86 86 
1950 III 103 113 113 
195! 13! 122 147 129 
1952 140 127 164 130 
1953 154 137 173 152 
1954 172 156 205 166 
1955 198 181 252 184 
1956 213 194 274 199 


Source: Bank deutscher Lander. Monthly Report, July, 1957. 


Great interest has also been aroused by the rapid growth of 
German exports since 1950. Several authorities have offered as at 
least a partial solution the favourable geographical and commodity 
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composition of exports (6). The Bank deutscher Lander put this 
view more strongly than did the Board of Trade, but it seems to 
have had a vested interest in exonerating its domestic credit policy 
from responsibility for the persistent imbalance. Nevertheless there 
can be no doubt that the composition of exports had something to 
do with the marked upward trend. 

There is nothing new about this aspect of German trade. It has 
been a structural phenomenon reflecting a long-standing orientation 
of production and trade. A very high proportion of German 
exports has always gone to European countries and capital goods 
have always played a very important part. The post-war investment 
boom, therefore, naturally created a favourable milieu for the 
expansion of German exports. It was to be expected too that the 
post-war revival of exports would tend to occur in the old channels, 
unless blocked for non-commercial reasons. The same thing hap- 
pened after the first World War, although the general economic 
climate was not nearly so favourable to the export trade. The 
geographical composition of exports also helped during the worst 
years of the depression. According to one estimate German exports 
would have fallen much more than they actually did if their 
geographical composition had been closer to that of the United 
States or of Britain (7). 

In the 1950s dollar discrimination by £.P.v. countries has also 
led to some substitution of German for American capital goods. 
In this way the recovery of German export capacity helped Western 
Europe to reduce its dependence on American imports, but in 
doing so an unfortunate by-product in the form of a smaller version 
of the dollar problem seems to have been created. 

Nevertheless, as the Board of Trade investigation has pointed 
out, the composition of the export trade is only a partial explan- 
ation of the great expansion in recent years. For a more satisfactory 
explanation other factors have to be looked for. There seems little 
doubt that the growth of the labour force was a vital influence. 
There is a sharp contrast between the large expansion of the 
German labour force between 1951: and 1956 and the very slow 
growth of the labour force in Britain, France and Belgium. It was 


(6) Bank deutscher Lander. Annual Report for 1956, p. 8. Also Board of Trade 
Journal, London, Vol. 172, 30 March, 1957, p. 673. 
(7) Netsser and Mopicuian1, National Incomes and International Trade, p. 49. 
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mucli easier for German industry to expand capacity and output 
than for industry in these countries. Moreover, the relatively easy 
labour position in Germany led to the quotation of more favourable 
export delivery dates than could be offered by many foreign com- 
petitors. The expansion of the German shipbuilding industry is 
a conspicuous example of the way in which favourable delivery 
dates, and the willingness (or ability) to quote definite delivery 
dates at all, have often been as important an element in competition 
as price in post-war years. Although the closer approach to full 
employment in 1956-57 tended to postpone delivery dates, German 
manufacturers did not lose their advantage in this respect. Even 
in 1956 it was still possible to increase the employed labour force 
by nearly 800,000, of whom manufacturing industry gained nearly 
half. Delivery dates, however, and the proportion of capacity avail- 
able for export, are determined not only by the labour position 
but also by the relative pulls of the home and foreign markets. 
This raises the broader question of the effect of monetary-fiscal 
policy on the balance of payments. 


IV 


From the point of view of this paper the outstanding feature 
of German public finance during the years 1952-56 was the way in 
which the Federal government’s tax receipts exceeded expenditure. 
From mid-1952 until mid-1956 there were only two quarters in 
which the Federal budget failed to run a surplus. Whatever 
deficits were incurred collectively by the Land governments were 
over-compensated by the Federal surplus (8). While the total quan- 
titative effect on the growth of home demand is debatable, it was 
certainly in the opposite direction to what one would have expected 
if fiscal policy had been seriously used to help correct the external 
imbalance. It was shown in the second half of the 1956-57 financial 
year (9), however, that the balance of payments surplus could still 


(8) The total surplus of the Federal government in the four years does not appear 
dramatically large. It amounted to a little under 7 billion marks, or about 1.7 billion 
dollars. The largest surplus (by calendar year) — 1.9 billion marks — occurred in 1955, 
the year in which the export surplus fell considerably. 

(9) The financial year runs from April to March. 
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persist even with a considerable Federal deficit. In fact the rate 
of export surplus during that period was even higher than before. 
While this suggests that a much larger deficit was needed, it also 
suggests that one should look elsewhere for an important deter- 
minant of the external imbalance, namely to the repercussions of 
monetary policy. 

There was no attempt at any time to influence the growth of 
home demand by what might be regarded as a cheap money policy 
according to post-war British standards. Interest rates were gene- 
rally higher than in other European countries. Throughout 1951 
and up to May, 1952, bank rate remained at 6°94 and was sup- 
ported by higher minimum cash reserves ratios for the commercial 
banks than in 1950. During this phase there was a particularly 
wide difference between German and foreign interest rates, since 
the general move towards dearer money policies had only just 
begun. In view of the small international reserves at that time the 
Bank deutscher Lander’s policy is less open to criticism than it 
was later. It must be remembered that the reserves had to be built 
up virtually from nothing, as can be seen from Table IV. 

In the second phase, which lasted from May, 1952 until August, 
1955, there was a gradual relaxation of the previous policy. Bank 
rate was progressively cut to a minimum of 3° and easier reserve 
ratios were prescribed for the commercial banks. The fall in inte- 
rest rates was most marked in 1954; the rate at which new indus- 
trial bonds were issued, for example, fell from 8°94 to 61%4°%. But 
the Bank deutscher Lander did not try to force the pace as interest 
rates tended to fall nor did it try to counteract whatever restrictive 
effect the Federal budget surplus had on the growth of home 
demand. Its declared aim during this phase was simply to conform 
to the natural development of credit conditions through the expan- 
sionary effect of the export surplus and the growth of private sav- 
ings, but only for as long as the general price level satisfied its 
criterion of stability. 

The third phase began in August, 1955, when bank rate was 
raised to 334°. Subsequently, in March and May, 1956, it was 
raised to 444° and 5%4%. The higher rate was supported again 
by higher minimum reserve ratios and also by increased use of 
open market operations, the scope for which had been expanded 
by a substantial addition to the Central Bank’s supply of marketable 
securities in anticipation of a change in monetary policy. In addi- 
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tion, an important change was made in the method of operating 
the system of rediscount quotas which had originally been intro- 
duced in 1952. Under this system a commercial bank’s borrowing 
facilities at its Land Central Bank depended on its volume of 
lending, provided its holding of bills eligible for rediscounting 
grew pari passu with its total loans. Under the modified scheme 
the volume of credit ceased to be a factor determining quotas and 
an imcrease in quotas was made more difficult than before. The 
banks lost, therefore, the right to virtually automatic access to 
Central Bank credit as their loans increased. The Bank deutscher 
Lander continued to sell home currency for foreign currency on 
a large scale, but as a result of its open market operations and the 
above-mentioned restrictions it contrived to neutralise to a consider- 
able extent the expansionary effect of the large export surplus in 
1956 and 1957. Moreover, by keeping interest rates relatively high 
in 1956 compared with rates in several European countries, it added 
to the balance of payments problem by attracting foreign short- 
term capital, and by inducing German traders to finance more of 
their imports through borrowing in centres where interest rates 
were lower (10). 

It is certainly true that even the switch to a dearer money 
policy did not prevent the expansion of gross national product. In 
fact, as Table V shows, it was not much below the 1953-54 rates. 
But in 1956 it seems to have depended more on the stimulus of 
exports than in previous years. The current account surplus rose 
to 3.3°%% of gross national product compared with 2°/ in 1955 and 
2.6°/, in the two previous years. In the first half of 1956 the capital 
goods industries benefited particularly from the buoyancy of the 
export market. Export orders rose by about 16° over the corres- 
ponding period of the previous year compared with an increase 
of only 5°/ in home orders. The value of exports of capital goods 
increased by 26°/ in 1956 compared with increases of 18°/, and 20% 
in 1955 and 1954 respectively. 

In general, throughout the whole period, the growth of home 
demand seems to have been kept sufficiently below the growth of 


(10) It is important to bear in mind that the primary strength of the balance of 
payments was derived from the visible trade balance. Apart from the abnormal conditions 
of 1957, the importance of short-term capital inflows of various kinds was relatively small 
compared with the large and persistent visible trade surplus. 
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productive capacity to leave a substantial potential margin for an 
export surplus. This surplus did materialise because other countries 
in Western Europe supplying competing goods were less successful 
in increasing their exports or in meeting home needs, and the rapid 
growth of world trade in general provided, as we have already 
pointed out, a very favourable environment for the goods which 
Germany was best able to produce and for which exactly the right 
capacity was available. It was not simply the outcome of a dif- 
ference in inflationary pressure in Germany and abroad, although 
that was undoubtedly an important factor. Britain pursued a less 
expansionary policy than other European countries in the 1920s but 
did not thereby enjoy a strong balance of payments. The British 
difficulties were partly due to an over-valued currency and too high 
a rate of foreign lending. They were also accentuated by the 
structural problem that a relatively small proportion of exports 
and of productive capacity belonged to the industries the demand 
for whose goods was expanding most quickly in world trade. In 
the second and third respects the German position was very different; 
so far as the exchange rate is concerned, the mark was at least not 
over-valued. Further consideration will be given to the questions 
of foreign lending and revaluation in the next section. 

From the point of view of the balance of payments there was 
certainly no obstacle to an expansionary monetary-fiscal policy, at 
least after four years of surpluses had built up the Central Bank’s 
international reserves to over 10 billion marks, or approximately 
60°, of the value of imports in 1954. The main obstacle, once 
reserves were reasonably adequate, by current European standards, 
seems to have been the very strict insistence by the Central Bank 
on stability of the general price level as the overriding objective. 
This attitude, together with the unwillingness of the Ministry of 
Finance to spend for other purposes the unspent funds which had 
been earmarked for occupation or defence costs, probably prevented 
a higher rate of growth in 1952, 1953 and 1954 than was attainable, 
even without seriously compromising the objective of price stability. 
It is significant that unemployment was still fairly high throughout 
1954 and there were other important sources of fresh labour. It is 
noteworthy that the annual growth of the employed labour force 
iN 1952, 1953 and 1954 was considerably below its growth in 1955 
and 1956. Moreover, the growth of industrial production by 10°%/ 
and 11°% in 1953 and 1954 does not appear outstandingly high if 
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one compares it with the 11% and 8% growth of industrial pro- 
duction in Britain in 1948 and 1950, given the much greater ease 
with which German producers expanded their labour force. 

If it is reasonable to assume that output and employment could 
have been expanded more quickly, then the same would probably 
have been true of imports. It cannot be assumed, however, that 
the external imbalance could have been corrected solely by mea- 
sures of monetary-fiscal policy, at least if we exclude measures 
which would have created serious inflationary pressure. It would 
obviously be an unreasonable rule of international economic behav- 
iour which obliged a creditor country to expand home demand 
without limit until its surplus was wiped out. On the other hand 
it seems also unreasonable that budget surpluses and credit res- 
trictions should be characteristic of a creditor country without the 
use of effective alternative methods of dealing with the external 
imbalance. If by 1955 or 1956 the rate of increase of prices were 
regarded as the maximum tolerable, and for that reason a more 
rapid growth of demand was undesirable, then alternative methods 
of dealing with the imbalance should have been evolved as a matter 
of urgency. 


V 


In this section we shall consider the extent to which alternative 
methods were used and the problems which they involved. 

First, capital exports and their modern offshoot — government 
grants. Direct business investment abroad was subject to licensing, 
but licenses were liberally granted. The purchase of foreign secur- 
ities, however, by Germany residents was not permitted until 
1956 (11). Details of foreign investment by German firms are 
given in Table VIII. Total business lending over the 5%4 year 
period was small compared with the annual rate of growth of the 
Central Bank’s reserves. The total for 1956 was barely half the 
growth of the reserves in the first quarter of that year, 383 million 
marks compared with 686 million marks. 

The other main item of capital transfers was the amortization 
of old debts which amounted to 648 million marks in 1954, 517 in 






(11) Negligible use seems to have been made of this concession up to the time of 
writing. 
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1955 and 452 in 1956. The maximum deficit on all medium and 
long-term capital transactions, however, was only 717 million marks 
(180 million dollars) in 1954 compared with a current account 
surplus of nearly 4 billion marks (one billion dollars). The cor- 
responding figures for 1956 were 540 million marks (135 million 
dollars) and 5.5 billion marks (1.35 billion dollars). 


Taste VIII 
GERMAN CAPITAL INVESTMENT ABROAD 
(million D.M.) 
Conti- Sterling Dollar 
Period nental pam pam Others | Total | 
E.P.U. | | 
| 
| 2 a 3 2 I 10 | 16 
es 6 «4 ee 19 | 3 8 15 45 
a go | 17 40 43 rgo | 
ee ee 77, | 28 88 61 254 
ae ‘ 127 | 38 136 | 82 | 383 
1957 January-June . . . _ _ — | — | 274 
ee oe ‘ _|—____|__—__+ 


Ps sos 316 | 88 273 211 1162 
| 


Source: Bank deutscher Linder. Monthly Report, June, 1957. 


In addition, however, there were large and increasing income 
transfers mainly for reparations, against which could be set only 
a small amount of foreign aid. The balance of income transfers 
(donations in the German accounts) became negative in 1953 and 
reached 1.1 billion marks in 1956. Nevertheless, the total deficit 
on income and capital transfers amounted at its peak to less than 
half the current account surplus in 1955 and less than one-third 
the surplus in 1956. 

It must be conceded that these figures do not give a complete 
picture of the extent of German unilateral payments in recent years, 
since they take no account of public lending through the e.p.v. 
A considerable part of the Central Bank’s reserves consisted of 
E.P.U. balances, which represented in effect credit extended to 
members of the Union. In absolute amount this loan continued 
to grow from 1951 onwards, depending on the size of the £.p.v. 
surplus and the credit-gold ratio. In 1953 and 1954 when the 50-50 
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ratio prevailed, about 220 million dollars’ credit was extended to 
the Union, in 1956, however, with a 25-75 ratio, credit amounted 
to 250 million dollars but three times that amount was drained 
from the Union. At mid-1957 the credit outstanding amounted to 
880 million dollars. 

As a means of increasing the supply of international credit the 
high credit-gold ratio was undoubtedly a valuable feature of £.P.v., 
but it was apparently unsatisfactory to the German government, 
who was foremost in pressing for a reduction in the liability to 
grant credit for a given surplus. It is of course understandable 
that an automatic liability should be unwelcome to a creditor coun- 
try, particularly if it is likely to extend beyond a certain limit. But, 
in this case, the persistent imbalance in German trade with the 
E.P.U. countries reflected a natural bias which had to be offset in 
some way, if not by an opposite imbalance in trade with the rest 
of the world, then by some forms of settlement which financed 
the surplus. 

It must be admitted, that there have been important obstacles 
to large scale German participation in international lending or in 
international aid schemes in recent years. First, it has been an 
outstanding characteristic of the post-war international economy 
that the flow of government loans and grants, and also of private 
loans, has largely been directed towards countries with special 
political relationships to the countries supplying the funds. Most 
British and French loans and grants have been confined to the 
Sterling Area and French Union respectively, and have been spent 
in the metropolitan countries. American funds have been more 
widely distributed but they have still fitted into the general frame- 
work of foreign policy, and a high proportion has been restricted 
to spending in America. Germany, on the other hand, has not 
formed part of a currency and political bloc like the Sterling Area 
or French Union which would create a sense of obligation (and 
self-interest) to participate in foreign economic development, even 
at the expense of domestic consumption or investment. Nor have 
considerations of foreign policy and humanitarianism caused large 
flows of funds as in the American case. Moreover, what might 
have been an important outlet for German investment, namely 
Eastern and South-Eastern Europe, has been cut off by the division 
of Europe. 
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Second, it has been assumed in Germany that capital has been 
too scarce for home development to leave a big margin for foreign 
investment. It is true of course that the ability to generate a large 
export surplus does not necessarily mean the ability (or the wil- 
lingness) to export long-term capital on private account. But by 
what criterion could Germany be judged short of capital? One 
cannot take high domestic interest rates as the criterion, since they 
were due to a large extent to budget surpluses and the failure of 
the Central Bank to expand credit as its international reserves 
increased. Nor if one makes a rough comparison of Germany’s 
real capital needs with those of other European countries, is it 
evident that the real capital shortage was greater, at least in the 
later years of the period, than in, say, Britain or France. 

While German interest rates were certainly high relative to 
rates in a number of European countries and this differential did 
tend to attract foreign funds (12), it does not follow that lower 
rates would have led to a much greater volume of private foreign 
investment by German citizens. Several reasons may be given for 
this view. First, a lot of private foreign investment by other coun- 
tries has been designed to exploit mineral concessions, the market 
for which is imperfect. Political considerations have played an 
important part in the sharing out of concessions by the countries 
in whose territory the minerals are located. Oil concessions are a 
conspicuous example. Until recently, firms of British, American 
and Dutch origin have held most of the concessions in the leading 
countries whose oil resources have had to be developed with foreign 
money. This fact may have been important in keeping German 
firms out of a field in which high prospective returns might have 
attracted a lot of German funds. 

Second, it might be argued that German investors are even less 
interested in buying foreign assets than investors in other industrial 
countries because of the long interval since they last participated 
in international investment on any scale. It must be remembered 
that the great period of capital exporting by Germany had ended 


(12) The Bank deutscher Lander tried to stop an influx of funds due to the interest rate 
differential by forbidding the payment of interest on foreign money in German banks and by 
requiring them to have a higher cash reserve ratio in respect of foreign funds than of domes- 


tically owned funds. This could not stop the inflow of funds based on expectations of a 
revision of exchange rates. 
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even before 1914, and most of the assets acquired then were lost 
during the First World War. Information about new lending 
during the inter-war period is very inadequate, but it has been 
estimated by the Wiggin’s Committee that total German foreign 
assets in 1930 were only between nine and ten billion marks, 
invested mainly in Latin America, South-east Asia and Eastern 
Europe (13). It seems unlikely that there could have been an 
increase in the amount during the depression or the later 1930's, 
if we exclude the assets acquired through Germany’s expansion in 
Europe before the last war. 

Third, the German capital market has recovered only slowly 
since the war. The institutional machinery for raising foreign loans 
in Germany has been even slower in developing. Before 1914 a 
particularly important part was played in this respect by the large 
banks; for example, in negotiating loans for foreign governments, 
in setting up companies for developing foreign resources and in 
helping existing firms to expand their foreign operations (14). In fact 
the banks were perhaps even more important in foreign investment 
than in domestic investment. The dislocation of foreign banking 
connections of the German banks during the first World War and 
the financial problems of the 1920’s diverted the banks’ interest 
from foreign lending, while the balance of payments was in any 
case too weak to stand a substantial amount of new lending. The 
major disruption of the banking system after the last war is pro- 
bably still a factor in the weakness of the institutional machinery 
for foreign lending. Whether the emergence of larger banks under 
recent legislation will correct this weakness remains to be seen. 
It is an indication of industrialists’ concern with the position that 
a proposal should have been put forward for a West Germany 
Export Bank somewhat similar to the successful American Export- 
Import Bank. 

One may still doubt whether private lending either by private 
individuals or by businesses is likely to increase sufficiently to reduce 
the need for government loans or grants. This has not been true 


(13) See C. R.S. Harris, German Foreign Indebtedness, 1935, p 10. In sterling this 
was equivalent to between {400-£450m. of which only about {150m. was in long-term 
assets. 

(14) Cf. Joint Stock Banking in Germany, by P. B. Wate, for a good account of the 
activities of the Credit Banks in pre-1914 German lending. 
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in the American case. Opinions may differ about what would be 
a “reasonable” flow of capital and grants from West Germany, 
but it should probably not be too much to expect an amount some- 
what similar to British contributions to foreign economic develop- 
ment. This would certainly imply a much higher rate of private 
lending than in recent years. British private lending even with a 
relatively weak balance of payments has probably averaged between 
£100 and {£150 millions a year. If private lending failed to muster 
up to the necessary scale it would also imply a higher rate of public 
transfers. The technical forms which public transfers might take 
clearly require close study. The proposed German participation in 
African economic development is one possible approach, the pro- 
posed European investment bank or fund and the International 
Bank (together with its associated Finance Corporation) are other 
channels which might be exploited (15). Probably more could be 
done too in the way of loans or grants negotiated directly between 
the German government and countries which are short of foreign 
currency for their development programmes. 

Second, the reduction of import barriers. Liberalisation of 
commodity imports from £.P.u. countries reached 81°/, by the end 
of 1952 and 91° by the end of 1955. Agricultural imports remained 
subject to quantitative restrictions. Liberalisation of dollar imports 
was slower, but reached 68° by the end of 1955 and 93° by the 
end of 1956. At that date commodity imports were subject to fewer 
restrictions than at any time since the depression. 

The removal of import quota restrictions was the easiest way 
of liberalising trade, since, apart from the agricultural quotas, they 
were not designed to have a protective effect. Tariff reductions 
are usually a different proposition. As American experience has 
shown, it is difficult to effect drastic modifications of tariffs in res- 
ponse even to a persistently strong balance of payments. The 


(15) The International Bank borrowed 100 million dollars in American currency from 
the Bank deutscher Lander in July, 1957. It is curious however that no change was made 
in the German quotas at the Bank or the Fund. At that date the German quota of 330 
million dollars was well below the French or the Benelux quotas, and still further below 
the British quota of 1,300 million dollars. In any revision of quotas, which affect both the 
commitment to lend and the right to borrow, one would expect the German quota, parti- 
cularly at the Fund, to be scaled up to a more realistic level. 

Another method belatedly adopted in 1957 was the advance repayment of debt and 
advance payment for imports of armaments. As a temporary measure it was also agreed to 
give credit to E.P.U. beyond the limit of Germany’s quota. 


og 
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arguments for protection of individual industries tend to outweigh 
the arguments for freer trade as a means of assisting the adjustment 
process. Nevertheless it has been possible to reduce tariffs on a 
broad range of industrial goods by 25-50%. One would expect 
some tendency, therefore, to substitute imports for German pro- 
ducts. But it would probably be a mistake to expect a great deal 
from the tariff cuts. It is probably no more likely to correct the 
German imbalance than similar reductions of American tariffs 
would solve the dollar problem. A lot depends on the proportion 
of total imports affected by the tariff cuts. Since in the German 
case they cover mainly manufactures, which are only a relatively 
small proportion of total imports, even the ultimate increase in 
the import bill may not be very significant (16), although it would 
of course be a useful element in a complete solution. 

Most controversial of all the methods of adjustment is reval- 
uation. As post-war discussion has proved, it is very difficult both 
in theory and in practice to determine satisfactorily under what 
conditions a balance of payments disequilibrium is such as to require 
revaluation. The German case was no exception. So far as relative 
export prices were concerned, there was certainly a tendency for 
German prices to lag behind the prices of leading competing coun- 
tries, as Table IX shows. It has also been suggested that German 
export prices tended to be higher than home prices so that, in some 
industries at least, there was an incentive to seek foreign markets. 
The extent to which relative prices can be taken as a criterion of 
revaluation is debatable, but even if they were so used in the 
German case they would not point to a large appreciation and one 
may doubt whether a small appreciation would have made an 
important, if any, contribution to correcting the imbalance. 

The main argument for appreciation was ultimately that there 
appeared to be no other way of dealing with an apparently intract- 
able surplus, given the difficulties of financing the surplus and the 
attitude of the German authorities to an expansion of home demand. 
This could be regarded, however, as unsatisfactory from the strictly 
economic point of view, depending on the importance attached to 
the structural elements in the problem. It is true that revaluation 


(16) Finished manufactures in 1956 accounted for 8° of total imports. Semi-finished 
goods accounted for another 29%. The rest was foodstuffs and industrial raw materials. 
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may assist other methods of dealing with the structural aspects, 
but in general structural problems require structural solutions. 

One would expect revaluation to reduce the relative attractive- 
ness of the export market, and so to weaken any incentive to give 
more favourable delivery dates for export than for home orders. 
But even given these favourable results for the adjustment process, 
the German balance of payments would still have had strong basic 
sources of strength in the geographical and commodity composition 
of exports, in the bias of the production pattern towards capital 
goods, and in the effects of historical protectionist policies on the 
production pattern. 


Tasie IX 
EXPORT PRICES OF MANUFACTURES (1953= 100) 
~ — caaanes —= 
y West Beli United ™ 
aie | Germany | — Kingdom — 
1955 Ist Quarter . . 98 95 100 92 
2nd » _ 98 97 100 97 
ard » i 98 96 102 96 
4th » es 98 96 103 96 
| 
| 1956 1st Quarter . . 100 102 104 98 
2nd » -« 102 104 104 101 
3rd » ie 102 102 105 102 
4th » » % 101 104 106 102 
1957 Ist Quarter . . 102 — 106 _— 


Source, O.E.E.C. Foreign Trade Statistical Bulletin. 


It has been increasingly recognised, therefore, that capital 
transfers can make a major contribution to the German problem, 
as they have to the dollar problem. This paper has also emphasised 
this line of approach, while not attempting to minimise the dif- 
ficulties of making Germany one of the major suppliers of develop- 
ment funds on a par with Britain.. It is true of course that even 
with a much higher level of capital exports there could still be 
conditions in which, temporarily at least, Germany’s export surplus 
grew faster than the net outflow of capital and grants, as appears 
to have happened with the American balance of payments in the 
first half of 1957. In the absence of a commitment to adjust the 
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capital outflow along the lines suggested by the United Nations 
Report on “ National and International Measures to Maintain Full 
Employment” such a situation is likely to swell Germany’s inter- 
national reserves at a rate inconvenient for other European coun- 
tries (17). Such a situation would probably have to be tackled by 
changes in monetary-fiscal policy both in Germany and abroad. 
But one would not expect the rate of growth of reserves to be as 
great as in 1956-57 if the channels for making foreign loans and 
grants were more fully developed, if the labour supply position 
were less easy than in recent years, and if Germany’s defence com- 
mitments approximated more closely to those of other European 
countries. 


Liverpool W. Rosertson 


(17) United Nations Report, 1949, pp. 90-92. 
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ASSETS (Million lire) LIABILITIES 
Cash, Balances with Bank of “ & Capital . ‘ 1,150.0 
Money at call ° 219,806.5 Ordinary Reserve Fund 9,405.0 

Treasury Bills . 13,274.2 Staff Retirement Fund & —_— 
Govt. or Govt. ney Serusiaien 88,467.2 Fund os 16,846.1 
Other Securities ea eee See 6,343-7 Deposits & Current Accounts 599,354-8 
, Bills discounted 201,319.0 Correspondents . 62,676.9 
Advances and Loans 285,585.9 Foreign currency accounts . 352389-7 
Contangoes : 10,688.1 Circular cheques (assegni circolari) 19,356.4 
Due from Guenenten ; 30,611.1 Advances taken 167.1 
Customers’ liabilities for guarantees, Bills for collection . 45,834.6 
Acceptances, etc. 97,230.1 Guarantees, Acceptances; etc. . 97,230.1 
Miscellaneous accounts . 4,880.3 Miscellaneous accounts . 67,313.0 
Participations er ee oe 522.0 Unearned discount, etc. 3,269.0 
Premises, Furniture - Equipment . _ Profit as per attached account . 735-4 
Total . 958,728.1 Total . 958,728.1 
Securities deposited by third parties . 281 ,680.4 Depositors of securities . —" 281,680.4 

? Special guaranteed accounts . . 10.9 Blocked accounts <meta special 
Staff Retirement Fund & Rennie accounts ae 10.9 

Fund: Bank’s securities deposited as Bank’s securities guarantecing Staff 
guarantee : 17,222.9 Retirement Fund & Provident Fund 17,222.9 
1,257 ,642.3 1,257,642.3 


AUTONOMOUS SECTIONS FOR SPECIAL CREDITS 


SECTION FOR CREDIT TO MEDIUM AND MINOR INDUSTRIES 
Capital, Reserves and Government Guarantee Fund L. 3,039,562,500 


SECTION FOR HOTEL AND TOURIST CREDIT 
Aggregate Capital and Reserves L. 944,261,949 


SECTION FOR CO-OPERATIVE CREDIT 


R Capital and Reserves L. 2,708,911,697 - Government Guarantee L. 2,000,000,000 


SECTION FOR MORTGAGE CREDIT 
Aggregate Capital and Reserves L. 2,764,526,431 


SECTION FOR CINEMA CREDIT 
Aggregate Capital and Reserves L. 1,025,143,092 














BANCA NAZIONALE DEL LAVORO 


BRANCHES IN ITALY 


ALGHERO FIoRENZUOLA D’ARDA PESCARA 
ANCONA FIRENZE PIACENZA 
; Ascott PicENo Foceta Porto RECANATI 
AVELLINO FoLicNo Porto San GiorGio 
Bari Forti Porto Torres 
BENEVENTO FRATTAMAGGIORE PraTo 
BERGAMO GENOVA RAVENNA 
BIELLA GENOVA - SAMPIERDARENA Reccio CALABRIA 
i BoLoGNa Gorizia Reccio EmILia 
BoLzaNo GrossETO RicctoNE Marina 
BkESCIA JEsI RIMINI 
Brunico LNcIANo Roma 
| 
CaGLiari L’Aqutta RosaRNo 
CARRARA — CaNTRO SALERNO 
CAsTEGGIO per oumke San BENEDETTO DEL TRONTO 
Caste, San GIOVANNI mene SAssaRI 
Livorno 
CATANIA SAVONA 
Lucca 
CATTOLICA ScHIo 
MACERATA 
CHIETI SENIGALLIA 
MANTOVA 
CHIOGGIA SoTTOMARINA DI CHIOGGIA 
MERANO 
| CiviraNova MarcHE M STRADELLA 
CIVITAVECCHIA a SULMONA 
MILANO 
Como or TERAMO 
CoriGLiaNo CaLaBro Besemmnense Tose Torino 
CorTEOLONA Narout TRENTO 
CosENZA Nota TRIESTE 
CREMONA Nuoro UpIneE 
CROTONE OrISTANO Ursino 
CuNEO Papova VENEZIA 
Empo.i PALERMO VENEzIA-MEsTRE 
FasrIANO PaRMA VERCELLI 
Fano Pavia VERONA 
FERMo PERUGIA VICENZA 
FERRARA PEsaro VoGHERA 


DEPENDENCIES ABROAD 


Representative Offices: NEW YORK - 1, Wall Street — LONDON E.C. 2 - 54, 
} Threadneedle Street — PARIS - 4, Rue de la Paix 
FRANKFURT a.M. - 68, Bockenheimer Landstrasse 
RIO DE JANEIRO - Rua Visconde de Inhaima, 134 
MONTREAL - 1425, Mountain Street — CARACAS - 
T.LE.C., Avenida Urdaneta - Edif. Sudameris. 


Branch in Spain: MADRID - Calle Principe, 12 








Autorizzazione del Tribunale di Roma No. 2159 


Stabilimento Aristide Staderini - Roma - Via Crescenzio, 2 








oh 


i BLES LOTTE Ta a CA NS ORS aR 





Santen in 1 hilt hl - 
Pe IIR AF. II Ie i Ne RENN Re B" 





